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Re Louisville Gas and El ectric Conpany
Case No. 2000-080

Kent ucky Public Service Conmi ssion
Sept ember 27, 2000

ORDER est abl i shing the revenue requirenent for the gas operations of a conbined
electric and gas utility. Conm ssion approves an increase in gas revenue requirenent
of $20.193 nmillion, reflecting an 11.25%rate of return on equity. In determning
the appropriate return on equity the commi ssion gave consideration to the revenue
stabilizing effects of a weather normalization adjustnent clause approved for the
utility.

The return requirenment for gas operations is determ ned by applying the overall cost
of capital to gas capitalization, rather than adjusted test period rate base.

Conmi ssion finds that the capitalization of the utility is a better nmeasure of the
real cost of providing service since it is the cost of debt and equity that is
reflected in the financial statenments of the utility. It adds that to inpute
operating inconme requirements based on an inflated rate base would, in effect,
establish a cost of doing business that is non-existent to the utility. The

conmi ssi on woul d, however, determ ne revenue requirenment based on rate base if the
evi dence indicated that such an approach were justified.

Cenerally, rates are designed to nove toward fully allocated cost recovery while
mnimzing the rate inpact for all customer classes. However, none of the authorized
increase is allocated to the special contract class in light of the possibility of
bypass and | oss of contribution to fixed costs.

Conmi ssi on reduces test-year operating expenses to reflect savings associated with a
reduction in the nunber of enployees resulting froma voluntary retirenment program

The utility is authorized to recover, over an eight-year anortization period, $1.7
mllion incurred to cleanup various contam nates at nanufactured gas plants
fornmerly-owned by the utility.

Conmi ssi on excl udes outside | egal expenses fromgas rates for lack of specific

i nformati on concerning the nature of the expenses. Moreover, it directs the utility
to cease its practice of allocating all outside | egal expenses between its electric
and gas operations regardless of the nature of the expenses and instead to first
exam ne the expenses to determine if they can be directly assigned.
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Ky.P.S.C. 2000

[ KY.] Reasonableness -- Historic test period -- Consideration of known and
nmeasur abl e changes -- Natural gas rate proceedi ng.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

RETURN
s7
Ky.P.S. C. 2000

[KY.] Basis for conputation -- Adjusted test-year capitalization -- Conbined gas
and electric utility -- Gas-only rate case.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

3.

RETURN

s92

Ky.P.S. C. 2000

[KY.] Natural gas utility -- Basis for conputation -- Adjusted test-year
capitalization.

Re Louisville Gas and El ectric Company

P. U R Headnote and O assification

4.

RETURN

s83

Ky.P.S. C. 2000

[ KY.] Conbined electric and gas utility -- Basis for conputation -- Adjusted test-
year capitalization -- Gas-only rate case.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and O assification
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APPORTI ONVENT
s43
Ky.P.S. C. 2000

[ KY.] Conbined electric and gas utility -- Conmmon operating expense allocation
factors -- Allocation to gas operations.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

6.
VALUATI ON
$235

Ky.P.S.C. 2000

[ KY.] Conbined electric and gas utility -- Allocation of comon utility plant --
Al l ocation to gas operations.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

7
VALUATI ON
s281

Ky.P.S.C. 2000

[ KY.] Conbined gas and electric utility -- Total gas plant in service --
Al l ocation of common plant and construction work in progress.

Re Louisville Gas and El ectric Conpany
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8.

VALUATI ON

s281

Ky.P.S.C. 2000

[KY.] Natural gas utility -- Gas operations rate base -- Prepaynents -- Excl usion
of regul atory assessnent.

Re Louisville Gas and El ectric Conpany
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P. U R Headnote and C assification

9.

VALUATI ON

$298

Ky.P.S. C. 2000

[ KY.] Prepayments -- Exclusion of regulatory assessment -- (Gas operations rate
base.

Re Louisville Gas and El ectric Conmpany
P. U R Headnote and d assification

10.

VALUATI ON

s290

Ky.P.S. C. 2000

[ KY.] Cash working capital allowance -- 45-day, or one-eighth, formula method --
Gas operations rate base.

Re Louisville Gas and El ectric Conmpany
P. U R Headnote and O assification

11.
VALUATI ON
s81
Ky.P.S. C. 2000
[ KY.] Accunul ated depreciation -- Test-period balance -- Natural gas utility.
Re Louisville Gas and El ectric Conpany
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VALUATI ON
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Ky.P.S.C. 2000
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[ KY.] Accunul ated depreciation -- Property subject to depreciation -- Plant funded
by custoner advances -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

13.
VALUATI ON
$250

Ky.P.S.C. 2000

[KY.] Plant funded by custoner advances -- Inclusion in calculation of
depreci ati on expense -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

14,
VALUATI ON
$192

Ky.P.S.C. 2000

[KY.] Property included or excluded -- Long-termdeferred credit bal ances --
Pensi on and postretirement benefit expense accruals -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

15.
VALUATI ON
s192.1
Ky.P.S. C. 2000
[KY.] Property included or excluded -- Accumul ated deferred i ncome taxes (ADIT) -
- Exclusion of ADIT associated with suppl enental executive retirenment inconme plan --
Natural gas utility.
Re Louisville Gas and El ectric Conpany
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VALUATI ON
s281
Ky.P.S.C. 2000
[KY.] Natural gas utility -- Net original cost rate base.
Re Louisville Gas and El ectric Company
P. U R Headnote and C assification

17.

VALUATI ON
s281

Ky.P.S. C. 2000

[KY.] Natural gas -- Adjusted gas operations capitalization -- Conbined electric
and gas utility.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and O assification

18.

APPORTI ONVENT
s58

Ky.P.S. C. 2000

[ KY.] Conbined gas and electric utility -- Adjusted gas operations capitalization
-- Natural gas rate proceeding.

Re Louisville Gas and El ectric Company

P. U R Headnote and d assification

19.
VALUATI ON
$192.1
Ky.P.S.C. 2000

[KY.] Property excluded -- Job devel opnent investnent tax credit -- Natural gas
utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification
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20.
VALUATI ON
$226

Ky.P.S.C. 2000

[KY.] Property excluded -- |Investnent not associated with jurisdictional
operations -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

21.

RETURN

s7

Ky.P.S.C. 2000

[KY.] Basis for conputation -- Capitalization -- Exclusion of job devel opnent
i nvestnment tax credit -- Exclusion of nonutility investnent -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

22.

REVENUES

s5

Ky.P.S.C. 2000

[KY.] Natural gas -- Service fees -- Returned check charge -- Di sconnection and
reconnection -- Adjustment for fee increases.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and d assification

23.
PAYMENT

s53
Ky.P.S.C. 2000

[KY.] Enforcing paynment -- Returned check charge -- Natural gas utility.
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Re Louisville Gas and El ectric Conmpany
P. U R Headnote and O assification

24,

RATES

s308

Ky.P.S. C. 2000

[ KY.] Disconnection and reconnection charges -- Continuity and gradualism --
Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

25.

EXPENSES

s99

Ky.P.S. C. 2000

[KY.] Salaries and wages -- Adjustnent to reflect union wage increase -- Natural
gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

26.
EXPENSES

s105

Ky.P.S.C. 2000

[KY.] Extra benefits -- 401(k) nmatching expense -- Adjustnent to reflect union
wage increase -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification
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EXPENSES
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Ky.P.S.C. 2000

[KY.] Savings in operation -- Reduction in nunber of enployees -- Voluntary
retirement program-- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

28.

EXPENSES

s81

Ky.P.S.C. 2000

[KY.] Ofice expense -- Conputer costs -- Year 2000 preparedness -- Three- year
anortization -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

29.

EXPENSES

s19

Ky.P.S.C. 2000

[ KY.] Conputer costs -- Year 2000 preparedness -- Three-year anortization --
Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

30.

EXPENSES

s49

Ky.P.S.C. 2000

[ KY.] Pension expense -- Rejection on normalization adjustnment -- Rejection of
actuarial estimte -- Use of actual test-year level -- Natural gas utility.

Re Louisville Gas and El ectric Company
P. U R Headnote and d assification
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31.

EXPENSES

S26

Ky.P.S. C. 2000

[ KY.] Advertising/pronotional expense -- Test for inclusion -- Material benefit to
ratepayers -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

32.

EXPENSES

s20

Ky.P.S. C. 2000

[ KY.] Environnental renediation -- Manufactured gas plant cleanup -- Anortization
of deferred expenditures -- Eight-year anortization -- Natural gas utility.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and O assification

33.

EXPENSES

s125

Ky. P.S. C. 2000

[KY.] Natural gas utility -- Environnental remediation -- Manufactured gas pl ant
cleanup -- Anortization of deferred expenditures -- Eight-year anortization.

Re Louisville Gas and El ectric Company

P. U R Headnote and d assification

34.
EXPENSES
s92
Ky.P.S.C. 2000
[KY.] Rate case expense -- Three-year anortization -- Natural gas utility.

Re Louisville Gas and El ectric Conpany
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P. U R Headnote and C assification

35.

EXPENSES

s20

Ky.P.S. C. 2000

[KY.] Injuries and damages -- Renoval of abnormal settlement payments -- Natural
gas utility.

Re Louisville Gas and El ectric Company

P. U R Headnote and C assification

36.

EXPENSES

s48

Ky.P.S. C. 2000

[KY.] Dues -- Electric Power Research Institute -- Disallowance -- Direct benefits
test -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

37.
EXPENSES
s105
Ky.P.S. C. 2000
[ KY.] Enpl oyee benefits -- Myving expenses -- Disallowance -- Natural gas utility.
Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

38.
EXPENSES

s125
Ky.P.S.C. 2000
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[ KY.] Conbined electric and gas utility -- Conmon expenses -- Allocation to gas
operating expenses -- Updated allocation factors -- Gas rate proceeding.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

39.
EXPENSES
s63
Ky.P.S. C. 2000
[KY.] Qutside |egal expense -- Conbined electric and gas utility -- Direct
assi gnment requirenment -- Disallowance of inappropriately allocated expenses -- Gas
rate proceedi ng.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

40.

ACCOUNTI NG
sl2.1

Ky. P.S. C. 2000

[KY.] Qutside |l egal expense -- Conbined electric and gas utility -- Direct
assi gnment requirenent.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

41.
EXPENSES

$105

Ky.P.S.C. 2000

[KY.] Incentive conpensation awards -- Adjustnents to reflect voluntary
retirements and uni on wage increase -- Natural gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

42.
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EXPENSES
s19
Ky.P.S. C. 2000

[ KY.] Depreciation -- Adjustnents to test period -- Comon plant allocation --
Conbined utility -- Natural gas rate proceedi ng.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

43.
EXPENSES
sl1l14
Ky.P.S.C. 2000
[Ky.] I'ncone taxes -- Interest synchronization adjustment -- Natural gas utility.
Re Louisville Gas and El ectric Conmpany
P. U R Headnote and C assification

44.
EXPENSES

s114

Ky.P.S.C. 2000

[KY.] Incone taxes -- Exclusion of prior period incone tax adjustnents -- Natural
gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

45.
RETURN
$26.1
Ky.P.S.C. 2000
[ KY.] Reasonabl eness -- Capital structure -- Natural gas utility.
Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification
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46.

RETURN

$26. 2

Ky.P.S. C. 2000

[ KY.] Reasonabl eness -- Cost of |ong- and short-termdebt -- Updated cost rates --
Natural gas utility.

Re Louisville Gas and El ectric Company
P. U R Headnote and d assification

47.

RETURN

$26. 3

Ky.P.S. C. 2000

[ KY.] Reasonabl eness -- Cost of preferred stock -- Updated cost rate -- Natural
gas utility.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and O assification

48.

RETURN

$26.4

Ky.P.S. C. 2000

[ KY.] Reasonabl eness -- Cost of equity -- Estimation methodol ogies -- Proxy group
of comparison conpanies -- Natural gas utility.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and d assification

49,

RETURN

$26. 4

Ky.P.S. C. 2000

[ KY.] Reasonabl eness -- Cost of equi -- Effect of weather normalization

ty
adj ustment clause -- Natural gas utility.
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Re Louisville Gas and El ectric Conmpany
P. U R Headnote and O assification

50.
RETURN
s92
Ky.P.S. C. 2000
[KY.] Natural gas -- Rate of return on rate base.
Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

51.

APPORTI ONMENT
s30

Ky.P.S.C. 2000

[KY.] Natural gas utility -- Distribution costs -- Denmand conponent -- Custoner
conponent -- Zero intercept nethodol ogy.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

52.
RATES

$373

Ky.P.S.C. 2000

[KY.] Natural gas rate design -- Allocation of distribution costs -- Demand
conponent -- Customer component -- Zero intercept methodol ogy.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and d assification

53.
APPORTI ONMENT
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Ky.P.S.C. 2000

[KY.] Particular expenses -- Distribution mains -- Demand conponent -- Custoner
conponent -- Zero intercept nethodology -- Natural gas utility.

Re Louisville Gas and El ectric Conpany
P. U R Headnote and d assification

54.
APPORTI ONVENT
s30
Ky.P.S. C. 2000
[KY.] Natural gas utility -- Fixed storage costs -- Allocation to firmcustoners.
Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

55.

RATES

s373

Ky. P.S. C. 2000

[KY.] Natural gas rate design -- Allocation of fixed storage costs -- No
allocation to interruptible classes.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and d assification

56.

APPORTI ONMENT
s30

Ky.P.S.C. 2000

[KY.] Natural gas utility -- Cost allocation -- Custoner service and sal es
expense.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

57.
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RATES
s373
Ky.P.S.C. 2000

[KY.] Natural gas rate design -- Cost allocation -- Custoner service and sal es
expense.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

58.
RATES

$373

Ky.P.S.C. 2000

[KY.] Natural gas rate design -- Revenue allocation -- Myvenment toward fully
al l ocated cost recovery -- Exceptions for special contract and econonic devel oprent
cust oners.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

59.
RATES

$380

Ky.P.S.C. 2000

[KY.] Natural gas rate design -- Special factors -- Conpetition -- Avoiding
bypass.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

60.
RATES

$378

Ky.P.S.C. 2000

[KY.] Natural gas rate design -- Residential custonmer charge -- Gradual novenent
toward cost of service.

Re Louisville Gas and El ectric Conpany
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P. U R Headnote and C assification

61.

RATES

s378

Ky.P.S. C. 2000

[KY.] Natural gas rate design -- Custonmer charges -- Two-tiered charge for
commerci al and industrial classes.

Re Louisville Gas and El ectric Company
P. U R Headnote and d assification

62.

AUTOVATI C ADJUSTMENT CLAUSES
s34

Ky.P.S. C. 2000

[ KY.] Weather normalization adjustnment clause -- Revenue stabilization -- Natural
gas utility.

Re Louisville Gas and El ectric Conpany

P. U R Headnote and O assification

63.
RATES
s384
Ky.P.S. C. 2000
[KY.] Natural gas rate design -- Transportation service -- Tariff nodifications.
Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

64.
EXPENSES

s125
Ky.P.S.C. 2000
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[KY.] Natural gas utility -- Main replacenent program-- Discussion.
Re Louisville Gas and El ectric Conpany

P. U R Headnote and C assification

65.

VALUATI ON
s281

Ky.P.S. C. 2000

[KY.] Natural gas utility -- Miin replacenent program-- Capital investnent --
Avoi di ng earnings erosion -- Discussion.

Re Louisville Gas and El ectric Conmpany
BY THE COWM SSI ON:
ORDER

Louisville Gas and Electric Conmpany ('L&E' ), a wholly owned subsidiary of L&E
Energy Corporation ('LG&E Energy'), is an electric and gas utility that purchases,
sells, stores, transports and distributes natural gas in Jefferson County and in
portions of Bullitt, Geen, Hardin, Hart, Henry, Larue, Marion, Meade, Metcalfe,
Nel son, O dham Shel by, Spencer, Trinble and Washi ngton counties in Kentucky. [FN1]

BACKGROUND

On February 22, 2000, L&RE filed a letter giving notice of its intent to file an
application for approval of an increase in its gas rates to produce additiona

annual revenues of $27,911,790, an increase of 14.53 percent. [FN2] On March 30,
2000, L&KRE filed its application. LG&E s application I ncludes proposals to establish
a Weather Nornmalization Adjustnent Clause ("WNA Clause ') and to amend its tariffs
to provide gas main extensions differently than that required by 807 KAR 5:022,
Section 9(16)(a), (b) and (c). To determi ne the reasonabl eness of the request, the
Conmi ssi on suspended the proposed rates for five nmonths fromtheir effective date
pursuant to KRS 278.190(2) up to and includi ng Septenber 28, 2000.

On April 21, 2000, L&RE filed an application to increase certain non-recurring
charges for both its electric and gas custoners. [FN3] Based upon review of LGE s
applications, the nmotion of the Attorney General of the Commobnweal th of Kentucky, by
and through his Ofice of Rate Intervention ('AG), to consolidate L&E s
proceedi ngs and the responses thereto, the Comm ssion ordered the two proceedi ngs
consolidated into Case No. 2000-080 and directed that Case No. 2000-137 be cl osed.

The following parties requested and were granted full intervention : The AG
Kentucky Industrial Utility Custoners ("KIUC); The United States Departnent of

Def ense and ot her Federal Executive Agencies ('DOD ); People Oganized and WrKking
for Energy Reform (' POAER ); and Metro Hunman Needs Alliance (' MHANA'). Initially,
Robert L. Madison was granted full intervention; however, the scope of his
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participation was |limted to the electric non- recurring charge issues on a finding
that he was not a gas custoner and therefore did not neet the regulatory standard
for full intervention.

On April 6, 2000, the Comm ssion issued a procedural schedule to investigate L&E' s
rate application. [FN4A] The schedul e provi ded for discovery, intervenor testinony,
rebuttal testinony by LGE, a public hearing, and an opportunity for the parties to
file post-hearing briefs. L&RE filed its rebuttal testinmony on July 26, 2000. L&E' s
rebuttal testinony contained revisions to key exhibits that resulted in a requested
adj ust ment of $26, 376,773 rather than the originally proposed $27,911, 790. Kl UC al so
filed rebuttal testinony on July 26, 2000, which the AG POAER, and MHNA noved to
strike. The Conmi ssion overruled the notions to strike KIUC s rebuttal testinony at
the public hearing held at the Commission's offices in Frankfort, Kentucky on August
2, 3, and 4, 2000. [FN5]

At the conclusion of the hearing, the Commi ssion nodified the procedural schedul e
to permit the parties up to and including Septermber 8, 2000 in which to submt
briefs. Al parties tinely filed briefs and the case now stands subnmitted for a
deci si on.

TEST PERI GD

[1] L&E proposes the 12-nmonth period endi ng Decenber 31, 1999 as the test period
for determning the reasonabl eness of the proposed rates. The AG and DOD al so
utilized this 12-nmonth period. The Commission finds it is reasonable to utilize the
12-mont h period endi ng Decenber 31, 1999 as the test period in this proceeding. In
utilizing a historic test period, the Conm ssion has given full consideration to
appropriate known and neasurabl e changes.

CAPI TALI ZATI ON VERSUS RATE BASE

[2-4] LGRE deternmined that its adjusted test-year capitalization is $268, 202, 448,
while its adjusted test-period net original cost rate base ('rate base') is
$287,909, 011. [FN6] LG&E s proposed increase in revenue results fromthe application
of the overall cost of capital to its adjusted test-period rate base.

LGXE acknow edges that for its conbined electric and gas operations, its revenue
proposal s have historically been based on capitalization rather than on rate base.
As this proceeding deals only with its gas operations, L&E states that it sought
gui dance fromthe Conmi ssion's decision in Case No. 99-176, [FN/] the npst recent
gas-only rate case. LGRE notes that in Case No. 99- 176, the AG recommended, and the
Conmi ssion determned, that the revenue increase for Delta Natural Gas Conpany, Inc.
("Delta') should be based on rate base rather than capitalization. LGE argues that
it was followi ng the nost recent applicable precedent when it used rate base instead
of capitalization to deternmne its proposed revenue increase. [FN8] LGRE contends
that the Conm ssion's determ nation of the return requirement using rate base in
Delta's last two general rate cases constitutes a change in Conm ssion policy for
calculating the return requirenent. LGRE clainms there was nothing extraordinary
about the latest Delta rate case that woul d have necessitated changing the
Conmi ssion's policy of using capitalization. [FN9] LGRE repeatedly states that it is
unaware of any other jurisdiction using capitalization to determ ne the return
requi renent. [FNLO] L&RE also notes that, for conbined electric and gas utility, the
capital structure cannot be directly separated between the two operations, while a
separate rate base is calculated for both electric and gas operations. [FN11] In its
rebuttal testinony and brief, LGE extensively criticizes the AG for advocating that
the return requirement be determ ned using capitalization. LGRE repeatedly notes
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that the AG supported using the rate base in the two previous Delta general rate
cases. [FN12]

The AG recommends that LG&E' s revenue requirenent be cal cul ated by applying the
overall cost of capital found reasonable to LG&E s investnent that is used and
useful in providing service to the ratepayers. The AG contends that this investnent
has been financed by investor-supplied capital, which is conposed of debt, preferred
stock, and equity. [FN13] Thus, the AG bases his revenue requirenment recomendati on
on L&&E' s capitalization rather than on its rate base. The AG states that when a
utility's capitalization exceeds its rate base, this generally indicates that a
portion of the capitalization has been used to finance non-regulated, non-utility,
or 'belowthe-line' assets. The AG further asserts that when a utility's rate base
exceeds its capitalization, portions of the rate base nmay have been financed with
funds from sources other than debt, preferred stock, and conmon equity. Such a
situation could also indicate that the inclusion of rate base itens determ ned by
formul as, such as the cash working capital allowance, do not actually exist. [FN14]
The AG states that the use of LGXE s gas capitalization is consistent with the
Conmi ssion's recent decision in Case No. 98-426. [FNL15] The AG further clains that
it would be inconsistent and i nappropriate to determine that LG&E s electric return
requi renent should be based on capitalization and then, within a few nonths, to
determ ne that LGRE s gas return requirement should be based on rate base. [FN16]
Finally, the AG contends that it is doubtful LGE woul d have urged the Conm ssion to
adhere to the decision in the Delta case to base the revenue requirenment on rate
base, in light of the Conmi ssion's traditional approach of using capitalization in
L&E general rate cases, if L&GE s gas capitalization had been larger than its gas
rate base. [FN17]

The DOD determined its reconmended revenue increase for LGE using rate base, but
took no position on whether the revenue requirenments should be cal culated using rate
base or capitalization. [FN18]

As noted previously, the Comm ssion has deterni ned the revenue requirenents for
L&E using capitalization rather than rate base. This was true for L&E s | ast

conbi ned el ectric and gas general rate case, Case No. 90-158, [FN19] as well as the
recent electric rate conplaint case, Case No. 98-426. However, if justification
exists, the Comm ssion wll consider using an approach different fromthat
previously used. L&E has based its argunment supporting the use of rate base on the
Conmi ssion's decision in Delta's recent gas rate case. Accordingly, it is
appropriate here to analyze the Delta case and to determni ne whether the reasoning in
that case applies here.

In Case No. 99-176, the Commi ssion deternmined that Delta' s rate base was
$91, 997,648 and its capitalization was $92,996,779. [FN20] Delta's revenue
requi renent was determ ned by applying the overall cost of capital to the rate base.
There is no discussion in that Order explaining why rate base was utilized. However,
t he Conmi ssion notes that the rate base was the | ower of the two val uations of
Del ta. The Conmi ssion has also reviewed Delta's previous general rate case, Case No.
97-066. [FN21] The Conmission determined that Delta's rate base was $65, 445, 709 and
its capitalization was $65,949,247. [FN22] As in Case No. 99-176, Delta's revenue
requi renent was deternined by applying the overall cost of capital to the rate base,
and there is no discussion explalning why rate base was utilized. In the Decenber 8,
1997 Order, the rate base was the |Iower of the two valuations of Delta. In the May
1, 1998 Order, the revenue requirenments were still determ ned using rate base, even
though it was slightly higher than capitalization

Delta is a Kentucky corporation that purchases, sells, stores, transports, and
di stributes natural gas to approxinmately 38,000 custoners in 23 Kentucky counti es.
It has a wholly owned subsidiary that provides gas storage services to Delta. [FN23]
L&E is a Kentucky corporation that is engaged in the electric and gas busi nesses.
L&E s gas busi ness purchases, sells, stores, transports, and distributes natura
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gas to approxi mately 293,000 custoners in 16 Kentucky counties. LGE has no
subsidiaries, but is one of two regulated utilities owned by LGE Energy.

After reviewing Delta's two previous rate cases and conparing Delta and LGE, the
Conmi ssion rejects L&&E s argunents that our decisions in the Delta cases constitute
"applicabl e precedent' and a change in Conmi ssion policy for calculating the revenue
requirenents for a utility. Since it has been 10 years since L&GE s | ast genera
rate case for gas operations, and since this is the first tine it has filed a
separate gas case, It is understandable that LGE woul d review recent gas case
decisions. But it is equally valid to review past Comm ssion decisions involving the
ot her conbined electric and gas utility under our jurisdiction, The Union Light,

Heat and Power Conpany. [FN24] Both reviews nust, however, be considered in light of
t he Conmi ssion's previous determnati ons of LG&E s revenue requirenents.

When determning the valuation of a utility to be used in calculating revenue
requi renents, the Comm ssion is guided by KRS 278.290(1), which states in part:

In fixing the value of any property under this subsection, the conm ssion shal
gi ve due consideration to the history and devel opnent of the utility and its
property, original cost, cost of reproduction as a going concern, capital structure,
and other elenents of val ue recognized by the |aw of the | and for rate-nmaking
pur poses.

The Conmi ssion has previously found that LG&E' s revenue requirenent shoul d be
determ ned by using capitalization rather than rate base. However, this does not
precl ude the Conmi ssion fromdeterm ning that the revenue requirenent in this
proceedi ng shoul d be based on rate base, if evidence is presented to support such a
finding. In this proceeding, L&E has not provided any evidence to justify the use
of its rate base to determi ne revenue requirenments, other than stating this was the
approach used in the Delta proceeding and in other jurisdictions. L&E al so has not
provi ded any evidence expl aining why the circunstances faced by Delta in its
previous rate cases are relevant to L&&E s situation

As we acknow edged in Case No. 98-426, while rate base and capitalization
theoretically should be equal, it is rare that this happens. [ FN25] Because rate
base and capitalization are rarely equal, the Conmm ssion pronul gated 807 KAR 5:001
Section 10(6) (i), which requires a utility to file a reconciliation of its rate base
and capitalization used for deternining revenue requirenments in a historic test-year
rate application. This reconciliation should identify the reasons for the difference
bet ween the two val uation approaches. L&E provided reconciliations for both its
total conpany and its gas operations. Wile no party to this proceedi ng has
chal | enged L&&E' s reconciliations, the Conmi ssion did question LGE about the
reconciliations and sought clarifications of the information provided. [FN26] L&RE s
reconciliations do not identify and explain the reasons for the differences between
rate base and capitalization, but instead classify its bal ance sheet as one of the
followi ng: rate base, capitalization, non-rate base assets and liabilities, or
Conmi ssion adjustnments to rate base. O particular concern in the gas operations
reconciliation is the inclusion of an 'Electric/Gs Adjustnent' which, LGE states,
results fromthe use of different allocation percentages when determ ning separate
el ectric and gas bal ance sheets. [FN27] This '"Electric/Gas Adjustnent' is nearly
doubl e the anpbunt of the difference between the gas rate base and gas
capitalization. Consequently, LGE s reconciliations of rate base and capitalization
provide little information as to why the difference between gas rate base and gas
capitalization is $19, 706, 563. [ FN28]

L&E s statenent that this is the only jurisdiction using capitalization to
determ ne revenue requirenents is of no relevance. The Conmmission is not restricted
by the approaches other regul atory conm ssions have enpl oyed to determ ne revenue
requirenents. W& al so note that LGE has produced no evidence that supports this
concl usi on.
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The Conmi ssion observes that, while LGXE does calcul ate a separate rate base for
both the electric and gas operations, it maintains the bal ance sheet accounts on a
conbi ned basis. [FN29] Wile many of the bal ance sheet accounts can be identified as
pertaining to either electric or gas operations, LG&E nust allocate several accounts
that are comon to both operations. Thus, the inplication that L&GE s gas rate base
i s conposed exclusively of directly assigned, gas-only account bal ances is
m sl eadi ng.

The Conmission finds that L&G&E s gas revenue requirenent should be deternined by
appl ying the overall cost of capital to the gas capitalization. The capitalization
of the utility is a better neasure of the real cost of providing service since it is
the cost of debt and equity that is reflected in the financial statements of the
utility. To inmpute the operating income requirenents based on an inflated rate base
in effect establishes a cost of doing business that is non-existent to the utility.
L&E s argunents that Conmi ssion decisions in recent Delta rate cases constitute
appl i cabl e precedent and a change in policy are not persuasive. The Conmission is
inclined to agree with the AG s observation that when rate base exceeds
capitalization, this indicates that portions of rate base have been financed wth
funds from sources other than debt, preferred stock, and conmmon equity. W al so
agree with the AGthat, given the decision in Case No. 98-426 and the absence of
evidence to justify the use of rate base, it is inappropriate to determ ne L&EE s
gas revenue requirenent using rate base.

COVMON UTI LI TY STUDY

[5, 6] L&E conducts an annual comon utility study each Novenber that determ nes
the ratio to be used to allocate its comon utility plant to its electric and gas
operations. Although conducted in Novenber of each year, the study is not concluded
and the results reported to LGRE s managenent until the follow ng spring. During the
test year, LGRE applied the results fromthe 1998 Common Uility Study ('1998
Study'), which caused common utility plant to be allocated 75 percent to electric
and 25 percent to gas. The 1998 Study was perfornmed duri ng Novenber 1998 and
subm tted to managenent in January 1999. [FN30] LGEE performed its 1999 Conmon
Uility Study ('1999 Study') during November 1999 and submitted the results to
managenent in April 2000. The 1999 Study indicated that common utility plant should
be all ocated 77 percent to electric and 23 percent to gas. [FN31]

In its application, LGE used the 1998 Study when calculating its gas rate base.
L&E contends that it is appropriate to use the 1998 Study because the results from
the 1999 Study were not known and measurabl e when the case was filed. [FN32] L&RE
states its belief that the use of the 1998 Study is nore appropriate because it
contains the information actually used to allocate common utility plant during the
test year. [FN33] LG&E al so argues that the results of the annual studies vary from
year to year and that there is no reason to believe that the 1999 Study is a better
predictor of financial results than the 1998 Study. [FN34] In its rebuttal testinony
and brief, LGE criticizes the AG for advocating the use of the 1999 Study results,
stating that if the 1999 Study is used, other conmobn utility expense allocation
factors that were changed at the begi nning of 2000 shoul d al so be recogni zed. [ FN35]
LG&E further notes that the 1998 Study was used to allocate the common utility plant
in Case No. 98-426, and argues that it would be inconsistent for the AGto advocate
the use of the 1999 Study while at the sanme tinme opposing LGE' s proposal to
determne its revenue requirenments using rate base. [FN36]

The AG recommends that the results of the 1999 Study be used for rate-mnaking
purposes in this case. The AG argues that the common utility allocation factor of 23
percent to gas should be used because it is a known and neasurabl e nunber, it
results fromthe nost recent conmon utility study, and it is based on 1999 actua
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accounting data. [FN37]

The Conmi ssion agrees with the argunents put forth by the AG The results of the
1999 Study are known and neasurable, reflect the nost recent version of a recurring
analysis of allocation factors, and are based on actual accounting data that
corresponds with the test period. The Comni ssion al so agrees with L&E that,
consistent with the use of the 1999 Study, the updated allocation factors for the
conmon operati ng expenses should also be reflected in the determination of L&E s
gas operating expenses. [FN38] The Comm ssion rem nds LGRE that the purpose of its
annual common utility study should be to establish the appropriate allocation factor
used to allocate the common utility plant to its electric and gas operations. The
Conmi ssion rejects L&&E' s contention that the 1998 Study should be used in this
proceedi ng because it was used in Case No. 98-426. The test period in Case No. 98-
426 was the 12 nonths endi ng Decenber 31, 1998; in this case it is the 12 nonths
endi ng Decenber 31, 1999. There also is no relevance in L&E s argunent connecti ng
the use of the 1999 Study to support its proposal to determ ne revenue requirenents
using rate base. Therefore, the Conmission will apply the results of the 1999 Study
and the updated conmmon operating expense allocation factors when deternining the
rate base, capitalization, and net operating incone of LGRE in this proceeding.

RATE BASE

L&E proposes an adjusted gas operations rate base of $287,909,011. [FN39] The AG
proposes an adj usted gas operations rate base of $277,961, 350. [FN4O0]

The DOD adopts the adjusted gas operations rate base as determ ned by LGXE. [FN41]
The Conmi ssion has reviewed the proposed rate bases and has made the foll ow ng
nodi fi cati ons:

Uility Plant

[7] L&E has deternmined that its total gas utility plant in service at the end of
the test period was $439, 581, 248. [FN42] The AG has deternmined that the total gas
utility plant in service was $436, 334, 493. [FN43] The difference in the anounts
results fromthe AG allocating the common utility plant in service and conmon CW P
using the 1999 Study rather than the 1998 Study. As di scussed previously in this
Order, the Comm ssion has determ ned that the 1999 Study should be used in the
determ nation of LGRE s gas operations rate base. Therefore, the Conm ssion wll
accept the total gas plant in service determ ned by the AG as the appropriate test-
peri od bal ance.

Prepaynent s

[8, 9] In determ ning the gas operations rate base, L&GE and the AG use the 13-
nont h average bal ance for prepaynents. [FN44] LG&E provided the ratios used to
determ ne the portion of the total conpany prepaynents all ocated to gas operations.

The Conmi ssion has reviewed these allocation ratios and has rejected the ratios
used for the prepaid real estate comm ssions and prepaid rights-of-way. LG&GE

al l ocates prepaid real estate comissions on a service center that is shared by both
the electric and gas businesses on a 50-50 basis. The Commi ssion believes that the
service center is part of common utility plant that should be allocated in
accordance with the 1999 Study. L&E' s test-period allocation of the prepaid rights-
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of -way reflects the 1998 Study; however, the Conm ssion has determ ned the 1999
Study shoul d be used. The Conmi ssion's determi nation of prepaynents reflects these
all ocation ratio changes. [FN45]

The prepaid taxes included in the prepaynents reflect the gas portion of the PSC
Assessnent. The Conmm ssion has previously found that the PSC Assessnent shoul d be
excluded fromthe cal cul ation of rate base. The Conmi ssion stated in Case No. 98-
474:

The classification of the PSC Assessnent as a prepaynment allows KU to recognize
t he expense over the entire year, rather than in the nonth of paynent. The
Conmi ssion is not opposed to the concept of spreading this expenditure over a 12-
nont h period. However, in deternining whether the unanortized expense should be
included in rate base, we nust consider whether the funds were provided by
ratepayers prior to or after the prepaynent is recorded on the books. The assessnent
is based on the gross operating revenues of the utility for the prior cal endar year
and it is notified of its assessments by July 1 of the follow ng year. Thus, the
assessment applies to sales that occurred prior to the recording of the prepaynent.
The PSC Assessnent is included in operating expenses in determning revenue
requi renents that provide full recovery of this cost. It is inappropriate to also
include a return on the unanortized bal ance in the prepaid accrual sinmply because
for accounting purposes the assessment can be treated as an accrual or a prepaid
expense. [ FN46]

Wi | e LGE acknow edges the Conmission's traditional treatnent of the PSC
Assessment, it believes that the PSC Assessnment should remain in the prepaynments
because it is a cash outlay for a prepaid expense and should be treated In the sane
manner as other prepaid itens. [FN47] The Conmi ssion is not persuaded by L&RE s
argument. LG&E has not provided any evidence that would refute the Conm ssion's
previ ous deci sions. Based on the sanme reasoning set forth in Case No. 98-474, the
Commi ssion finds that the PSC Assessment shoul d be excluded fromthe 13-nonth
average bal ance of prepaynents included in L&&E s gas rate base.

Cash Working Capital Allowance

[10] L&E and the AG deternine the cash working capital allowance using the 45 day
or 1/8 formul a net hodol ogy, reflecting the inpacts of adjustnments each proposed th
to gas operation and mai nt enance expenses. Wile the Conmi ssion finds that approach
i s reasonabl e and should be used here, the cash working capital allowance included
in the Commission's determ nation of gas rate base has been adjusted to reflect the
accepted pro forma adjustnents to operation and mai nt enance expenses, as di scussed
later in this Order.

Accumul at ed Depreci ation

[11-13] LG&E proposes to increase the test-period bal ance for gas accunul at ed
depreci ation of $148, 052,866 by $80,513 in conjunction with its proposed adj ust nent
to depreciation expense. The proposed adjustnent is to reflect a full year
depreci ati on expense on 1999 net plant additions, in order for the test period to be
nore representative of ongoing operations. LGE cal cul ates its proposed adjustnent
by listing test-period end plant balances by function nmultiplied by the
correspondi ng depreciation rate. [FNA8] L&E s test-period bal ance for gas
accunul ated depreciation and its proposed depreciation expense adjustnent reflect
the allocation of depreciation expense on common utility plant and niscel | aneous
i ntangi bl e plant, both of which are allocated to gas operations using the 1998
St udy.
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The AG proposes to adjust the test-period balance for gas accumrul ated depreciation
to $147,012,854, to reflect the use of the 1999 Study, and further to reduce this
accumul at ed depreciation by $467,195 [FN49] in conjunction with its proposed
adjustment to depreciation expense. The AG s proposed depreciati on expense is
conposed of two items. First, the AG recal cul ates LGE s depreciati on expense
adjustnment so that it reflects the 1999 Study. Second, the AG renbves depreciation
expense on plant funded by customer advances for construction ('custoner advances').
The AG contends that since LGE is not seeking a return on plant funded by custoner
advances, it is inappropriate and inconsistent for LGE to include plant funded by
customer advances in the cal culation of the depreciation expense adjustment. [FN50]

L&E di sagrees with the AG s exclusion of plant funded by custonmer advances from
the cal cul ati on of depreciation expense. LGE contends that as the customer advances
are refunded over a 10-year period, a correspondi ng amount of the custoner advances
is charged of f, which effectively neans that LGRE pays for that utility plant. Any
portion of the custoner advance not refunded within the 10-year period is
reclassified as a contribution in aid of construction, and that portion of the
utility plant is deducted fromthe balance of utility plant in service. L&E argues
that the AG s proposal would require that depreciation on plant funded by custoner
advances be held I n abeyance until L&E s refunding obligation had expired. LGE
further argues that the AG s proposal is inconsistent with the proper accounting
Ereatyent for custoner advances and the Conmi ssion's past rate-nmaking treatnent.

FN51

As the Conmi ssion has determi ned that the 1999 Study should be used in this
proceedi ng, we have restated LGRE s test-period bal ance for gas accunul at ed
depreciation to $147,012, 854. The Conmmi ssion has al so recal cul ated L&&E' s
depreci ati on expense adjustment, applying the 1999 Study to the comon utility plant
and m scel | aneous intangible plant, and the result is a reduction to the test-period
expense of $167,448. Therefore, the Commission will include this reduction in test-
period depreciation expense in the bal ance of accunul ated depreciation used to
determ ne LGRE s gas rate base.

However, the Conmi ssion agrees with LG&E that the AG s proposal to exclude
depreci ati on expense on plant funded by customer advances is inappropriate. The
Conmi ssion finds that portion of the AGs proposal to be inconsistent with
est abl i shed accounting and rate-making treatnments. W agree with LGXE that such an
approach would require the utility to wait until the refunding period is concl uded
bef ore recovering depreciati on expense on utility plant funded by custonmer advances.

M scel | aneous Long-Term Liabilities

[14] The AG proposes that $6,934,924 in certain long-termdeferred credit bal ances
be recogni zed as reductions to LGRE' s gas rate base. [FN52] The AG argues that these
accrual s, which are internally funded, represent funds that would be available to
L&E for general working capital purposes. The AG believes these accruals should be
treated as reductions to LGRE s gas rate base. [FN53]

LGE opposes the AG s proposed adjustment related to these mscellaneous |ong- term
liabilities, noting that such adjustnents are contrary to the Comission's |ong-
standi ng practice for deternmining rate base. LGE al so notes that these accruals
have nothing to do with the investnment in facilities used to provide service to
custoners. [ FN54]

The Conmi ssion is not persuaded by the AGs argunents. The AG has offered no

evi dence to support this adjustnent to rate base and has not expl ai ned why, given
the nature of these accruals, it is reasonable to assune these internally funded
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accrual s represent funds avail able for general working capital purposes. Therefore,
the Conmission rejects the AG s proposal

Accumnul at ed Deferred I ncome Taxes (' ADIT'")

[15] In the determination of its gas rate base, L&E has deducted AD T of
$26, 352, 941. [FN55] The bal ance utilized by LGE included common ADIT reflecting the
1998 Study. The AG has deducted ADI T of $27,235,152. [FN56] The AG s bal ance for gas
ADIT reflects the use of the 1999 Study for the allocation of common ADI T, and
several adjustnents. First, the AG proposes to exclude ADIT related to test period
over-and under-recovery bal ances of LGXE s Gas Supply Cause (' GSC ) nechani sm
Second, the AG proposes to exclude ADIT related to L&E' s Suppl enental Executive
Retirement Incone Plan ('SERP'). Finally, the AG proposes that, if the Conmi ssion
rejects his recomrendati on concerning the mscellaneous long-termliabilities, the
ADI T bal ances related to those accruals should be excluded fromthe rate base

cal cul ati on. [FN57]

L&E opposes the AGs adjustnents to the gas ADI T bal ances. LGRE states that the
GSC mechani sm does not contain provisions for the recovery of taxes or deferred
taxes. LG&E contends that if the ADI T associated with the GSC nmechani smis excl uded
fromrate base, then this cost would never be recoverable. LGE notes that such an
exclusion is not consistent with the approach used by the Conm ssion to deternine
rate base. [FN58] Concerning the proposal to exclude ADI T associated with SERP, L&RE
argues that it nust pay these taxes associated with the SERP accrual s and that
because this portion of the ADIT bal ance relates to SERP does not warrant the AG s
proposed excl usion. [FN59] Concerning the ADIT related to m scell aneous |ong-term
l[iabilities, LGRE opposes this adjustnment for the sane reasons given in opposition
to the AG s miscellaneous long-termliabilities adjustnment. [FN60]

As noted previously in this Order, the Comi ssion has determ ned that the 1999
Study should be used in this proceeding, and the adjusted gas ADI T bal ance reflects
this decision. In addition, the Commi ssion agrees with the AGthat the gas ADI T
associated with LG&E' s SERP shoul d be excluded fromthe rate base cal cul ation.
Because LG&E records SERP expenses and rel ated i ncome taxes as 'bel owthe-1ine'
expenses on its incone statenent, the sharehol ders of LGR&E bear these expenses. It
is consistent that the associated ADIT should al so be borne by sharehol ders, and the
gas ADIT utilized by the Comission to deternine LG&E s gas operations rate base
will reflect this exclusion. [FN61]

However, the Conmi ssion is not persuaded by the AG s argunents concerning the
remai ni ng proposed adjustments to ADIT. The GSC nmechani smcurrently does not contain
a provision addressing the recovery of taxes or deferred taxes. Excluding ADIT
associ ated with the GSC nmechani smwoul d deny LG&E the opportunity to earn a return
on these deferred taxes. The AG has provided no evidence to support excluding the
ADIT related to the GSC or mscellaneous long-termliabilities. The AG has al so
failed to adequately explain why the Commi ssion should recogni ze these adj ustnments
when it has not done so previously. Therefore, the Comm ssion rejects these proposed
adjustments to the ADIT.

[16] Based upon the previous findings, we have determ ned the gas rate base for
LG&E at Decenber 31, 1999 to be as foll ows:

Total Utility $436, 334, 493
Plant in
Service

Add: Gas Stored 26, 664, 564 1,371,734 244, 443 4,733, 447
Under gr ound Mat eri al s and Pr epaynent s Cash
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Suppl i es Wor ki ng
Capi t al
Al | onance
Subt ot al $ 33,014, 188
Deduct : 146, 845, 406 10, 444, 203 26, 462, 743 29, 222
Accunul at ed Cust oner Accunul at ed | nvest ne-
Depr eci ati on Advances Def erred nt Tax
Taxes Credit
(prior
I aw)
Subt ot al $183, 781, 574
NET ORI G NAL COST $285, 567, 107
RATE BASE - -
GAS

CAPI TALI ZATI ON

[17-21] LGRE proposes an adjusted gas operations capitalization of $268, 202, 448.
[FN62] Included in the gas capitalization were adjustnents for the Job Devel opnent
Investment Tax Credit ('JDIC ) and the exclusion of the gas portion of L&E s
investment in the African American Venture Capital Fund ('Venture Fund'), an
i nvest ment not associated with LG&E' s Kentucky jurisdiction operations. Both
adjustments were allocated by LG&E on a pro rata basis to all conponents of
capitalization. The AGinitially agreed with the adjusted gas operations
capitalization proposed by L&GE. However, in order to nmintain consistency with the
recommendation to reflect the 1999 Study, the AG now proposes an adjusted gas
operations capitalization of $266,263,516. [FN63] Like LG&E, the AG incl uded
adjustments for JDIC and the Venture Fund, allocated on a pro rata basis to al
conponents of capitalization

Both L&GE and the AG deternined the gas capitalization by multiplying L&EE s tota
conpany capitalization tines a ratio calculated by dividing the gas rate base by the
total conpany rate base. This approach is consistent with the approach used by the
Conmi ssion in previous LGE rate cases. L&&E' s gas capitalization reflects the
i npacts of the 1998 Study as it was applied to rate base conponents and the gas
portion of the Venture Fund. The AG s revised gas capitalization reflects the
i mpacts of the 1999 Study as it was applied to rate base conmponents, but reflects
the 1998 Study when determining the gas portion of the Venture Fund. Neither LGE
nor the AG reflected the allocation of common JDIC to the gas capitalization. [FN64]
To be consistent in the treatnent of common itenms, the conmmon JDI C shoul d have al so
been allocated to the gas operations.

Based on the findings herein, the Conm ssion has determned that L&GE' s test-

peri od-end gas capitalization should be $266,376,827. The Conmi ssion's concl usion
reflects the inpacts of the 1999 Study as applied to the determ nation of L&G&E s gas
rate base, as well as the allocation to gas operations of the common JDI C and
Venture Fund. The cal cul ation of the gas capitalization is shown on Appendix C

REVENUES AND EXPENSES

For the test period, LGRE reports actual net operating income fromgas operations
of $7,282,920. [FN65] LG&E proposes a series of adjustnments to revenues and expenses
to reflect nore current and antici pated operating conditions, which results in an
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adj usted net operating income fromgas operations of $7,614,330. [FN66] The AG
proposes his own series of revenue and expense adjustnments to arrive at his adjusted
net operating incone fromLG&E s gas operations of $11,258,219. [FN67] The

Conmi ssion finds that six of the adjustnents proposed by LGE and accepted by the

i ntervenors are reasonable and will be accepted w thout change: tenperature
normal i zati on; year-end custonmer growth; custoner switching and billing; the renoval
of the Ml draugh storage field gas storage |osses; the elimnation of the L&E
Energy expenses allocated to LGXE s gas operations; and the inmpact of the post test-
peri od uni on wage increase upon payroll taxes. [FN68] The Conm ssion nakes the
followi ng nodifications to the renmining proposed adj ustnents:

Charges For M scel | aneous Service Fees

[22-24] On April 21, 2000, LGR&E filed a request to increase its fees for
di sconnecting and reconnecting service and for returned checks for both its electric
and gas customers. [FN69] LG&E proposes to increase the fee for disconnecting and
reconnecting service from$14.00 to $23.00 and the fee for returned checks from
$4.00 to $10.00. LGEE has provided cost justification for this increase in fees. The
changes in these fees result in an additional $38,903 of revenues.

The AG opposes any increase to these fees, citing the increased burden to | ow

i ncome ratepayers and arguing that increases of this magnitude would violate the
Conmi ssion's policy of maintaining gradualismand rate continuity when making rate
adjustrments. [FN70] MHNA al so takes the position that the proposed increases will be
an undue hardship on |l owincome customers, [FN71] but neither the AG nor MHNA of fers
any alternative rates.

The Conmi ssion generally recogni zes that fees such as these allocate costs to cost
causers and are a fair and reasonabl e component of a gas utility's rate design
However, we al so recognize that any increase in utility rates or charges has the
potential to create a financial hardship for | owincome custonmers. In this instance,
the Commi ssion will approve a fee of $18.50 for disconnecting and reconnecting
service and a returned check charge of $7.50 to partially conpensate L&E for its
i ncreased costs. This results in an additional $20,892 of revenues. By increasing
t hese charges by one-half of the ampbunt proposed by LGE the Conmi ssion is adhering
to the rate-nmaki ng concepts of continuity and gradualismin order to | essen the
i npact of these increases on the custoners that incur these charges. However, we do
SO0 recogni zing that the costs not recovered in these charges nust then be recovered
through L&&E' s rates for gas service

Wages and Sal ari es

[25] LGEE proposes to increase its wages and sal ari es expense by $324, 268. Under
the terns of the 1998 bargai ning agreenent with the International Brotherhood of

El ectric Workers, Local 2100, L&GE' s union enployees will receive a 3.5 percent wage
i ncrease on Novenber 13, 2000, which is the basis of LG&E s wage and sal ary
adj ustment. [ FN72]

The DOD argues that because the union wage increase does not go into e ffect unti
Novermber 2000, LGRE should be entitled only to the portion of the increase that wll
be in effect within one year of the test period. [FN73] For this reason the DOD
proposes to reduce LG&E s wages and sal ari es adj ustnent by $249, 768.

L&E s proposal to reflect the post test-period union wage increase is consistent

wi th the met hodol ogy proposed by LG&E and accepted by this Conmmi ssion in Case Nos.
8616, [FNr74] 10064, [FN75] and 90-158. This past nethodol ogy recogni zes that the
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contract union wage increase constitutes a known and neasurabl e adj ustnent. The DOD
has not presented any evi dence to persuade the Conmi ssion to abandon this approach
Accordingly, the Comm ssion finds that L&GE s proposed adj ustnent shoul d be accepted
and has increased sal ari es and wages expense by $324, 268.

401(k) Conpany Match

[26] LGEE' s original proposal was to increase its 401(k) conpany matching expense
by $8,857 to reflect the effect its post test-period union wage increase will have
on this expense. [FN76] The AG proposes to decrease LG&E' s 401(k) company mat ching
expense adjustnent by $1,820 to correct a mathenatical error. [FN/7] LGRE agrees
with the AGthat there is a mathematical error in its calculation, but LGE has
determ ned that its 401(k) conmpany matchi ng expense adjustment should be reduced to
$7,236, which is $200 greater than the AG s proposal. [FN78] Upon review of LG&E' s
and the AG s calculations, the Comm ssion finds that LG&E s revised calculation is
nore accurate and, therefore, has increased test-period 401(k) conmpany matching
expense by $7, 236.

L&E s One Uility Program

[27] Subsequent to the test period, LGE Energy offered its enpl oyees a voluntary
retirement package entitled One UWility Program LG&E Energy announced that by the
end of April 2000, its One Utility Programwould result in the elimnation of 250
posi tions conpany wi de, and estinmated that 127 positions would be elimnated from
LGXE. [FN79] LGRE estimated that the One Utility Programwould result in estimated
net gas savings of $502,390. [FN80O] In conputing its net savings LGRE used a 21
percent allocation factor for the annual | abor savings, a 25 percent allocation
factor for the separation costs, and anortized the separation costs over 3 years.

[ FN81]

The DOD proposes to decrease test-period operating expenses by $502,390 to reflect
L&E s estimate of the net savings In the gas operations resulting fromthe One
Uility Program [FN82] The AG agrees with the DOD that L&&E s test- period
operations should be adjusted to reflect the inpact of the One Utility Program
however, the AG nmakes several revisions to L&&E s estimte. The AG proposes a net
reduction of $838,900 [FN83] by using the sane 21 percent allocation factor for both
t he enpl oyee separation costs and the | abor savings, and anortizing the separation
costs over 5 years. [FN84]

LG&EE clainms that the savings fromits One UWility Program are not known and
neasurable at this time, and will |ikely never be known and neasurabl e. L&E states
that they have not inplenented a formal process for tracking the savings and that
even if they could be neasured, there is uncertainty as to what the savings wll
actually be. [FN85] Wiile it was originally anticipated that 250 enpl oyees woul d
| eave LGRE Energy conpany w de, LG&E now asserts that it is unable to determ ne how
many enpl oyees will | eave because the One Uility Program s non-discrimnation
practices pernit an indeterni nate nunber of enployees to take advantage of the
program For this reason, LGRE argues that it does not know how many positions it
will need to backfill with new hires or tenporary enpl oyees or the cost of
technology that will be required to acconplish the necessary tasks in light of the
enpl oyee | osses. [ FN86]

According to an LGRE witness, the estinmated separation costs were recorded in March
2000 and the majority of the enployees |left as expected in April 2000. [FN87] The
Conmi ssion finds that the enpl oyee reduction that occurred in April 2000 as a result
of the One Uility Programw Il inpact LGRE s current and ongoi ng operations.
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L&E s argunent that the inpact of its One Utility Programis not known and
neasurabl e centers around the claimthat conmpany w de there has been an over
subscription to the program [FN88] As of June 30, 2000 a net of 214 enpl oyees have
left the enploynent of L&&E. O this nunber 124 are connected to the One Uility
Program and the renmaining 90 can be attributed to retirements and nornmal attrition.
[FNB9] This shows that the original estimate that the One Wility Program woul d
result in the elimnation of 127 positions at LGXE is within a range the Conmi ssion
finds is reasonabl e.

G ven that the One Wility Program has been inplenented and that the nunber of
positions actually elimnated is known, the Comrission finds that LGRE s test-

peri od operations should be adjusted. If this adjustnent is not made, the savings
wi Il not be passed on to consumers until L&E s next gas rate case. Likewise, if the
adjustrment is not included, LGRE will realize additional earnings as a result of
t hose enployee elimnations. L&E s estinate of its net savings in the gas
operations is reasonable; however, the actual separation costs incurred as of July
2000 of $7,244,901 [ FN9O] have been substituted for the estimate, which results in a
reduction to test-period operating expenses of $673, 693.

Year 2000 Expenses

[28, 29] In accordance with the Conmi ssion's decision in Case No. 98-426, LGRE
proposes to reduce its operating expenses by $260, 710 to reflect a 3-year
anortization of the increnental costs associated with preparing its conmputer systens
for the year 2000 ('Y2K Preparedness'). [FN91]

The DOD proposes a reduction to operating expenses of $391,066 to elimnate all of
the costs associated with L&&E s Y2K Preparedness on the grounds that they are non-
recurring. [FN92] While the AG does not oppose LGRE s recovery of the cost of the
Y2K Pr eparedness, he does object to the proposed 3-year anortization. Because this
case is not subject to a 3-year review, as was established in Case No. 98-426, the
AG clainms that there is no conpelling reason to anortize this expense over 3 years.
G ven the extraordinary nature of this non-recurring expense and considering the
magni t ude of the rate increase sought, the AG proposes this expense be anortized
over 5 years, which results in a reduction to operating expenses of $312,853. [FN93]

In Case No. 98-426, the Conmi ssion rejected a proposed 5-year anortization period
for Y2K Preparedness expenditures, finding that 'A three year anortization confornms
with generally accepted accounting principles and LGE s procedures for recovery of
i nformati on technol ogy investnments.' [FN94] Neither the DOD nor the AG has presented
any evidence to persuade the Conm ssion that this approach is unreasonabl e.
Accordingly, the Conmission finds that L&GE s proposed adjustnment to reduce
operating expenses by $260, 710 shoul d be accepted.

Pensi on Expense

[30] LGRE proposes to increase the allocation of its pension expense to its gas
di vision by $801, 704. [FN95] According to LGRE, the pension expense decreased
considerably during the test period due to changes in the actuarial assunptions and
the strong performance of the pension asset investnents. To nornalize pension
expense, LGRE uses a mathematical 5-year average of historical pension costs. [FN96]

The AG states that the Comm ssion has not previously allowed LGE to normalize its

pensi on expense based on a 5-year historic average. The AG argues that pension
expense is not the type of expense for which a historic averaging is appropriate.
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The AG points to a change in the Union Plan provisions in 1999 that resulted in a
decrease of $2.225 mllion in LG&E s pensi on expenses. Because 4 of the 5 years fai
to reflect such changes in the Union Plan provisions, the AG states that it is

i nappropriate to utilize a historic averaging nornalization. The AG proposes a
decrease of $1,903,762 to L&RE s adjustnent to reflect the inpact of the pro forma
test period pension expense cal cul ated by L&E. [ FN97]

According to the DOD, LGE s pension costs have been decreasing for the past 5
years, and there is no indication that this trend will not continue over the next
several years. For these reasons the DOD proposes that L&E s adjustnent be deni ed.
[ FN98]

L&E clainms that its approach reflects the 20-year market trends precedi ng 1999, as
wel |l as the 1999 mar ket performance, while the AG s approach uses only the results
of the investnents in 1999 and an estimate of the predicted results of 2000. L&E
argues that it is not appropriate to set rates based on an estinmate for the year
2000 that is out of sync with the prior 19 years. Because the official 2000
actuarial report will not be available until early 2001, L&RE clainms that the AG s
proposal is based upon an actuarial estimate that is on three pages of handwitten
notes. For these reasons, LGRE proposes the AG s adjustnent be denied. [FN99]

Over the 5-year period of 1995 through 1999 the followi ng events occurred that that
woul d significantly inpact LGXE s pension expense:

(1) A net reduction in L&GE' s workforce of 410 enpl oyees. [ FN100]
(2) The nmerger between LGRE Energy and KU Energy Corporation. [FNLO1]
(3) The Union Plan provisions were revised in 1999.

(4) The actuarial assunptions were changed in 1999.
(5) The pension assets earned a strong narket return in 1999.

Gven that the identified events were not reflected in all years, it is unlikely
that L&GE s proposal to use a 5-year historical average of these years can be an
accurate indicator of L&E s ongoi ng expected future |l evels of pension expense.

Li kewi se, the AG has failed to docunent that the actuarial estinate of the 2000
pensi on expense is a reasonable indicator of the future level of L&GE s pension
expense. The AG s proposal to use the actuarial estimate also fails to neet the
rate-making criteria of known and neasurabl e. For these reasons the Conm ssion finds
that the DOD proposal to | eave LG&E s pensi on expense at the test-period |evel
shoul d be accept ed.

Adverti sing/ Pronoti onal Expense

[31] L&EE s original proposal was to reduce Account No. 930.1 -- Cenera
Advertising Expenses and Account No. 913 -- Advertising Expenses by $60, 634 and
$21, 526, respectively. [FNL02] LGRE states that 807 KAR 5:016, Section (2)1,
provides that a utility will be allowed to recover for rate-nmaki ng purposes only
t hose advertising expenses that produce a 'material benefit' to its ratepayers. For
this reason LGXE s adjustnment only renoves the advertising expenses that it deens to
be institutional and promotional in nature. [FNL1O3]

The AG proposes a decrease of $205,620, which reflects the renpval of additiona
advertising/ pronoti onal expenses of $123,460. [FNL04] LG&E agrees with the AG s
proposal to renove $45, 139 [ FN105] of pronotional/ advertising expenses identified
by the AGthat are not the type of expenses the Comm ssion has allowed in the past,
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and nodifies its proposal to renmpve those expenses. [FN106]

L&E does not agree with renoving the $47,660 in expenses in Account 912001 t hat
relate to econom c devel opnent. The only justification LGE provides for this
position is that the Conm ssion has traditionally all owed expenses related to the
i nternal econom c devel opment activities. To support this claim LGRE states that
t hese types of expenses were not renoved in Case Nos. 90-158 or 98-426. [FN107] The
AG vi ews these expenses as pronotional and not related to the provision of gas
service. [FN108]

The Conmi ssion finds that the econonic devel opnent activities listed in Account
912001 are not specifically identified as those advertising expenditures that have a
"material benefit' for the ratepayers. [FN109] Furthernore, an LG&E w t ness
testified that the FERC definition of Account 912001 natches the Administrative
Regul ation definition of advertising that is to be excluded fromrate-naking.

[ FN110] For these reasons the Conmi ssion finds that Account 912001 neets the
criteria established by 807 KAR 5:016 as advertising expenses that nust be excluded
for rate-naking purposes and has accepted the AG s adjustnent to decrease test-
period operating expenses by $205, 620, which includes Account 912001

Manuf actured Gas Plant C eanup Costs

[32, 33] LGEE proposes to increase its test-period operating expenses by $561,612
to reflect the anortization of $1.7 million in costs incurred to cleanup the various
contami nates at the manufactured gas plants LG&E formerly owned. [FN111l] Because it
was concerned that the potential liability to cleanup the manufactured gas plants
m ght be substantial, LG&E recorded the cleanup costs as a deferred debit in
accordance with FAS 71. Now that a rate case has been filed, LGXE claims that it is
entitled to anortize these expenditures over a reasonable time. For this reason LGRE
proposes to anortize these expenditures over 3 years. [FN112]

The AG agrees that the $1.7 million expended on the environmental remnediation
neasures are a one-tinme non-recurring expenditure that LGRE should be allowed to
recover, but contends that the issue is the anortization period. The AG argues that
it is appropriate to use the tine | apse between the last rate case and this current
case and the tine period over which the expenditures were deferred as a guide to
determ ne the appropriate anortization period. Therefore, the AG proposes to
increase LGE&E' s test-period operating expenses by $210, 604 [FN113] to reflect
anortizing the cleanup costs over 8 years, the period of tine over which the
expenditures were deferred. [FN114]

The DOD agrees with the AGin that LGE should be allowed to recoup the cleanup
costs; however, the DOD recomrends that the costs be anortized over 10 years.
According to the DOD the contami nati on of these properties has occurred over an
extensive period of tine, and the anortization should al so be spread over a | onger
period of time. [FN115] The DOD proposes to increase LGXE s test- period operating
expenses by $168,484 to reflect a 10-year anortization period. [FNL116]

The only justification expressed by LGE for its proposal of a 3-year anortization
period is that it expects to file a rate case in 3 years. [FN117] The Conmi ssion
agrees with the AGin that in order to determ ne a reasonable anortization period
for a deferred expenditure it is appropriate to consider the tine | apse between the
last rate case and this current case and the tinme period over which the expenditures
were deferred. In this instance the cleanup of the manufactured gas plant was
started in 1992, [FN118] so the costs have been accunul ated over an 8-year period.
The Conmi ssion finds that the AG s proposal to anortize the manufactured gas pl ant
cl eanup costs over 8 years is reasonable and has increased L&GRE s operating expenses
by $210, 604.
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Rate Case Anortization

[34] LGEE proposes to increase test-period expenses by $140,000 to reflect the
anortization of its estimated rate case expense of $420,000 over a 3-year period.

[ FN119] The AG does not oppose LGEE' s estimated rate case expense, but proposes an

i ncrease of $84,000 [ FN120] in operating expenses to reflect a 5- year anortization
peri od. The AG argues that there is not a 3-year term Alternative Regulation plan in
this proceeding requiring LG&E to file a rate case within 3 years, as there was in
Case No. 98-426. The AG further argues that other than L&GE' s general statenment |,
there is no evidence in the record that would support LGE s claimthat it will file
a gas rate case in 2003. What is known, the AG states, is that L&G&E s | ast gas rate
case was 10 years ago in 1990. [FN121] LG&E points to Conmi ssion past precedent to
support its proposal of a 3-year anortization of rate case expense. [FN122]

This is the first rate case proceeding in which LGE has requested recovery of rate
case expense; therefore, there is no Comm ssion precedent regarding anortization of
rate case expense that is LGRE specific. However, the Comm ssion traditionally
reconmends that a utility seek rate relief in a tinmely manner, so that rates wll
gradual Iy increase over time. Finding that 3 years is generally a reasonabl e period
of tinme between rate cases, the Conm ssion has allowed rate case expense to he
anortized over 3 years.

G ven the amount of capital LGRE is required to expend on its gas main repl acenent
program the Commi ssion expects that LGXE will need to seek rate relief within a
shorter period of time than in the past. The AG has not presented any evidence to
per suade the Conm ssion to abandon i1ts approach of anobrtizing rate case expense over
3 years. For these reasons the Conmission finds a 3-year anortization period is
appropriate; however, it has nodified L&&E s adjustnent to reflect the $296, 460
[FN123] in the actual rate case cost that has been incurred to date, which results
in an increase to operating expenses of $98, 820.

Account 925

[35] L&RE proposes no adjustnent in Account 925 -- Injuries and Danmges, however,
the AG argues that due to the nature of Account 925, it is difficult to predict the
annual |evel of expense for this account. |In support of his argunent the AG provides
a schedul e showi ng that between the period of 1996 through 1999 Account 925
fluctuated froma | ow of $608,000 to a high of $1,048,000. For this reason, the AG
proposes to decrease the test-period |l evel of Account 925 by $253,706 to reflect a
4-year mat hemati cal average. [FN124]

LGEE provided information after the hearing showi ng that Account 925 incl udes
abnormal expense booki ngs of $291, 000 and $113,400 for non-recurring settlenent
paynments, which are related to certain accidents. [FN125] After review ng the post-
hearing information filed by LG&E, the AG states that it is acceptable to decrease
Account 925 by $404, 400 to reflect the renpval of the abnormal amounts. [FN126]

One nethod to determ ne whet her an expense |level is reasonable is to reviewthe

rel ationship between it and a relevant historical period. As shown by the AG

Account 925 reflects a significant increase in the test-period | evel when conpared
to the previous 3 years. LG&E explains that this increase is due to the settl enent
of an autonpbile accident and the settlenment of a liability claim Renoval of these
two abnornal settlenent paynents from Account 925 results in an adjusted test-period
| evel of $643,883, a level that is reasonable when conpared to the 3-year historica
amounts. For this reason, the Commission finds that the AGs revised proposal should
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be accepted and has reduced Account 925 by $404, 400.

Account 916

As with Account 925, the AG states that Account 916, niscellaneous sal es expenses,
al so experiences significant fluctuations. The AG argues that LGRE has not provided
any information indicating that the test-period | evel of $53,482 constitutes a trend
or that it will be incurred at that |evel on an ongoing basis in the future.
Therefore, the AG recommends that this expense be 'normalized based on the 5-year
hi storic average of 1995 through 1999 for a decrease of $39,588. [FN127] LG&E argues
that the AG offers no evidence that the test-period | evel of expenses for Account
916 will not be ongoing. [ FN128]

As shown by the AG Account 916 has a significant increase in the test-period | eve
when conpared to the previous 4 years. In the information provided after the
hearing, LG&E states that the increase is due to misclassification of Gas Sal es
personnel 's | abor and expenses in Account Nos. 912 and 880. Gven the
m scl assification of expenses, the AG s conparison of the test-period expense |eve
to the historical amounts is incorrect. For this reason the Conmi ssion finds that
the AG s adjustnment shoul d be denied

M scel | aneous

[36, 37] The AG proposes that L&E' s test-period operating expenses be reduced by
$150, 673 to renove several m scellaneous expense itenms. [FN129] LGRE agrees that
$36, 101 of the m scel |l aneous expense itens shoul d be rembved. However, LGRE
di sagrees with renovi ng $39, 461 of the gas-allocated El ectric Power Research
Institute ('EPRI') expense and $75, 111 for enpl oyee novi ng expenses booked in the
test-period. [FN130]

L&E clains that in Case No. 98-426 the Conm ssion approved inclusion of $294, 381
of the EPRI nenbership charges to its electric operations, which left $37,591 of the
EPRI nenbership charges allocated to the gas division. Because of the Commission's
treatment of the EPRI nenbership charges in Case No. 98- 426, LG&E argues that
refusal to allow recovery of the gas allocation in this proceeding will result in
the | oss of the expenditure for which value is being received. [FNL31] Although the
Conmi ssi on has disall owed the recovery of enployee noving expenses in the past, LGE
requests the Comm ssion to reconsider this position. According to L&GE if It is not
al l owed to conpensate enpl oyees for noving expenses, it would be extrenely difficult
to hire qualified professional enployees fromoutside the Louisville area. [FN132]

The AG argues that the work perfornmed by EPRI has nothing to do with the provision
of gas service in a regulated environment and that for this reason LGE shoul d not
be allowed to recover the gas allocation of the EPRI dues. The AG states that L&RE
failed to provide a reasonabl e explanation to support rate recovery of its enpl oyee
nmovi ng expense and that the Commi ssion should persist in refusing to allow these
expenses. [ FN133]

The Conmi ssion is not persuaded by LGE s arguments. LGE s EPRI dues and the

al | ocation of those expenses were not separately exam ned as part of the proceedings
in Case No. 98-426, and the Commission was unaware that the EPRI dues allowed in

t hat proceeding were not reflected at 100 percent. However, such an exam nation has
been part of this case, and L&E has had the burden of proof to denponstrate that its
approaches and net hodol ogi es are reasonable. Here, it has not carried that burden
L&E s incorrect allocation of its EPRI dues and its failure to recover 100 percent
of those dues is not a valid reason for the Conmission to allow recovery fromthe
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gas ratepayers for EPRI services that provide no direct benefit to the gas
operations.

L&E nade broad statenments regarding its inability to attract and hire qualified
prof essi onal enployees if it is unable to conpensate potential enployees for their
novi ng expenses. L&E clains that it has established that the paynent of noving
expense is necessary to attract qualified enployees and states that the expense is
recurring. However, at the hearing, an LGE witness testified that it has not
perfornmed an analysis or study to support its statements regarding the paynent of
novi ng expenses. [ FN134]

The Conmission finds that the AGs proposal to elimnate $150,673 of niscell aneous
expense items is reasonable and, therefore, is accepted.

1999 Expense Allocation Factors

[38] L&EE argues that if the Conm ssion decides to update rate base and capita
structure to reflect the use of the 1999 Study, then it should update the comon
expenses. [FN135] According to LG&E, updating the common expenses would result in an
increase in test-period operating expenses of $1,015,929. [FN136] the Commi ssion
agrees with LGE that, consistent with the use of the 1999 Study, the updated
al l ocation factors for the commopn operating expenses should al so be reflected in the
determ nati on of LGEE s gas operating expenses. To update L&&E s test-period
operating expenses to reflect the 1999 Study percentages, the Conm ssion wll
i ncrease expenses by $1, 015, 929.

Qut si de Legal Expense

[39, 40] L&E prepared an analysis of its professional services expenses that
identified 26 providers of |legal services. On a total conpany basis, LGE incurred
an expense of $1,087,764. [FN137] LGRE states that it has historically allocated
out si de counsel expenses between el ectric and gas operations using the appropriate
al | ocation percentages. L&E notes that this approach results in sone expenses
incurred primarily for electric operations being allocated to gas operations and
vi ce versa. [FN138]

During the test period, LG&E recorded these | egal expenses in four different
expense accounts [ FN139] and, using the test-period allocation percentages
associ ated with those accounts, allocated $206,437 of the total conpany outside
| egal expense to gas operations. [FN140]

L&E argues that this allocation approach was used during 1998 and was reflected in
the rates set in Case No. 98-426. LGRE believes that it would be unfair to use

i nconsi stent nethods for allocating these costs in this case. [FN141l] L&GE cont ends
that its allocation nmethodol ogy for outside | egal expenses is appropriate, was
approved in Case No. 98-426, and should be approved in this case. [FN142]

In his brief, the AG notes that LGE s outside | egal expenses included a charge of
$1,024 for legal work related to tel ecommunication activities and suggests that
out side | egal expenses be reduced by that anpunt. [FN143] L&E has indicated that
this charge shoul d have been recorded below the |ine and not charged to gas
operations. [FN144]

The Conmi ssion is not persuaded by L&GE s argunments. LGEE' s outside | egal expenses

and the allocation of those expenses were not separately exam ned as part of the
proceedi ngs in Case No. 98-426. However, such an exam nation has been part of this
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case, and LGE has the burden of proof to denponstrate that its approaches and

nmet hodol ogi es are reasonable. If LG&E fails to satisfy its burden of proof, it would
be reasonabl e to expect that the decision reached in this case would not be
consistent with what was permtted in a previ ous case.

As part of its analysis of accounts such as outside | egal expenses, the Conm ssion
attenpts to determ ne an anount that represents a reasonable, ongoing |evel of
expense to reflect in the utility's rates. Wien nmaking this determ nation, the
Conmi ssion attenpts to eval uate whet her expenses included in the test period reflect
recurring or non-recurring activity. The sinple assertion by the utility that the
expense | evel expected in future years would be conparable to the | evel experienced
in the test period is not sufficient. [FN145]

The Conmi ssion has nade three separate requests of LGXE for descriptions of the

| egal services provided by the 26 firns. The responses provi ded have been overal
summaries of the services provided that, in many instances, failed to explain why

t he services should be charged to L&&E' s gas operations. [FN146] This |ack of

speci fics concerning the outside | egal expenses, and L&GE s approach of allocating
all outside | egal expenses to electric and gas operations, nakes it extrenely
difficult for the Conmission to determine a reasonabl e, ongoing |evel at which this
expense should be included in rates.

Especially troubling to the Commission is LG&E s allocation of all outside |ega
expenses to electric and gas operations wi thout consideration for determ ning which
of its operations is responsible for the expense. By follow ng this approach during
the test period, only 18.9 percent of the | egal expenses associated with securing
copyright and trademark registrations for a gas safety program nascot were assi gned
to gas operations. [FN147] Likew se, 18.9 percent of the expenses for outside
counsel utilized in Case No. 98-426 were allocated to gas operations. [FN148]

The Conmi ssion finds that L&&E' s approach of allocating all outside | egal expenses,
regardl ess of the nature of those expenses, is not only inappropriate for rate-
maki ng purposes, but is also inappropriate accounting. LGRE operates two regul ated
busi nesses, the provision of electric service and the provision of gas service.
Consequently, LG&E should be examining all expenditures to first determn ne whether
t he expense can be directly assigned to either the electric or gas operations. Only
after concluding that it is not possible to make a direct assignnent should LGE
al l ocate the expense, using a reasonabl e nethodol ogy, to both the electric and gas
operations. Therefore, the Conmm ssion finds that LGE should cease its current
accounting practice concerning the treatnment of outside | egal expenses. LGE shoul d
adopt accounting practices that provide for the direct assignnment of outside |ega
expenses to either electric or gas operations, as appropriate. Only after L&E has
determ ned that an outside | egal expense cannot be directly assigned, it should
utilize an appropriate allocation nmethodol ogy and all ocate the expense to its
el ectric and gas operations.

Further, the Conmi ssion is concerned that LGXE nay be treating other types of
operating expenses in the sane manner as it has the outside | egal expenses. W are
al so concerned that L&&E s affiliation with KU and the 'one utility concept' could
result in expenses being inappropriately allocated between the two regul at ed
utilities. Therefore, the Conm ssion's decision concerning the appropriate
accounting practice for outside |egal expenses is also applicable to any ot her
operati ng expense of LGRE, as well as to any expenses involving L&E and KU, and any
other L&E affiliate.

After considering LG&E s inappropriate allocation of all outside |egal expenses and
the I ack of specific information concerning the nature of the transactions with 26
firms, the Comission finds that it cannot establish a reasonable, ongoing |evel of
out side | egal expenses to include in rates. For the sane reasons, the Conm ssion
finds that it cannot determ ne the reasonabl eness of the anpbunts reported as outside
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| egal expense for the test period. Therefore, the Conmission will exclude the entire
amount recogni zed as outside | egal expenses fromthe determnation of LGE s gas
rates. As discussed previously in this Oder, the Conm ssion has recogni zed the
updated al |l ocation rates for operating expenses. The adjustnment calculated in
conjunction with that decision includes the total conpany outside | egal expenses for
the test period. The Conm ssion has cal cul ated the adjustment to renove all outside
| egal expenses from gas operating expenses, using the updated allocation rates,
which results in a reduction of $240,079. [FN149]

Team I ncentive Award (' TIA")

[41] In 1999 L&EE s total conpany TlIA was $4, 872,652, which is $760,977 greater
than the anmount included in the 1999 operating expenses. [FN150] LG&E estinates that
the inpact that the One Utility Program has upon the 1999 TIA is a reduction of
$350, 000. [FN151] At the hearing an AG wi tness agreed that the test-period TIA
shoul d be adjusted to reflect the actual 1999 expense and the inpact of the One
Uility Program To be consistent with the |abor adjustnments to reflect the post
test-period union wage increase and the One Wility Program LG&E' s test-period TIA
shoul d be adjusted. The Comm ssion has increased the TIA by $44,305 to reflect a 21
percent allocation, the |abor allocation factor, of the net inpact.

Depreci ati on Expenses

[42] LGRE proposes to increase depreciation expense by $80,513 [FN152] to reflect a
full year of depreciation expense on 1999 net plant additions in order for the test
period to be nore representative of ongoi ng operations. [FN153] The AG s proposal to
decrease depreciation expense by $467, 195 [ FN154] is conposed of two items. First,
the AG recal cul ates LG&E s depreci ati on expense adjustment so that it reflects the
1999 Study. Second, the AG renpbves depreciation expense on plant funded by custoner
advances. [ FN155]

As previously nmentioned, the Comi ssion has recal cul ated L&&E s depreciation
expense adjustnent, applying the 1999 Study to the comon utility plant and

nm scel | aneous intangi ble plant, thereby reducing the test-period expense by
$167, 448.

LGEE conpleted its |ast depreciation study in May 1990. The study was based on
account bal ances as of Decenber 31, 1988. As recommended by the study's consultant,
L&E perfornmed a review of the depreciation accrual rates in 1995. [FN156] G ven the
time that had | apsed since the last conplete study, LG&E should strongly consider
perform ng a new depreciation study rather than a revi ew of depreciation accrual
rates only as reconmended in the May 1990 Study.

I nterest Synchronization

[43] LGRE originally proposed to increase its interest expense by $70,520 , which
resulted in a decrease to inconme tax expense of $28,464. [FN157] LG&E applies its
wei ghted cost of debt to the capitalization adjustnents for the Job Devel oprent
Credit, and the African Anerican Venture Capital Fund. According to LG&E, its
adjustnent reflects the interest synchronizati on nethodol ogy used by the Conmi ssion
in Case No. 98-426. [FN158]

L&E re-exanmined its interest synchroni zati on nethodol ogy and determined that it is
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t he nmet hodol ogy proposed by LGXE in Case No. 98-426 and not the interest methodol ogy
approved by the Commi ssion. LG&E nade a revision to its interest synchronization

net hodol ogy to reflect applying its weighted cost of debt to the proposed rate base,
which results in an increase to interest expense of $2,161, 799 [FN159] and a
correspondi ng decrease to i ncone tax expense of $872,556. [FN160]

The Conmi ssion has recal culated the i nterest synchronization adjustnment for L&E
Using the capital structure and wei ghted cost of debt determ ned reasonabl e herein,
t he Conmi ssion determines that interest expense should be increased by $1, 871, 676,
which results in a decrease to inconme tax expense of $755, 455.

O her Interest Expense

L&E originally proposed to decrease incone tax expense by $46, 651 [ FN161] to
reflect the exclusion of other interest expense. [FNL62] At the hearing, however, an
L&E wi t ness acknow edged t hat because of the revision to the interest
synchroni zati on net hodol ogy, this adjustnent should not be made. [FN163] Therefore,
the Conmi ssion finds that L&&E s adj ustnent shoul d be deni ed.

Il ncone Taxes

[44] LGEE originally proposed an increase in income tax expense of $236, 606,
reflecting the overall inpact its adjustnents to revenues and expense woul d have on
i ncome tax expense. [FN164] During the course of this proceeding LGE nade revisions
to several of its adjustnents resulting in a revised increase to incone tax expense
of $282,427. [FN165]

In a response to a Conmission information request, the AG cal cul ated LG&E s pro
forma i ncone tax expense by using the test-period actual gas inconme tax expense as
the starting point and then adjusting for three factors: (1) the incone tax inpact
of all of the AGs pro forma revenue and expense adjustments, (2) the interest
synchroni zati on deduction, and (3) the renpval of all current and deferred incone
taxes associated with 'prior period incone tax adjustnents.' The AG proposes a pro
forma i ncome tax expense of $1,977,566, which increases test-period I ncome tax
expense by $1, 184, 905. The AG proposes that the Comm ssion use this nmethodology in
its calculation of LG&E' s pro forma incone tax expense. [FN166]

According to L&E, the prior year tax adjustment is a yearly, not a non- recurring,
event. LGRE argues that the prior year adjustments that are included in test-period
i ncome tax expense should remain. For this reason, L&GE contends that the AG s
adj ustment shoul d be deni ed. [FN167]

L&E s reported 1999 income tax expense reflects 12 nonths of revenue and expenses.
If the prior year true ups are included, incone tax expense would reflect a period
greater than 12 nonths. For this reason the Conmission finds that the AG s
nmet hodol ogy excl uding the prior period income tax adjustments is reasonable. The
Conmi ssion has applied the conbined federal and state incone tax rate of 40.3625
percent to the accepted pro forna adjustnent and has elimnated all current and
deferred i ncome taxes associated with 'prior period incone tax adjustnents,’
resulting in an increase to incone tax expense of $1,586,386. This adjustment is in
addition to the interest synchronization adjustnment described previously.

Pro Forma Net Qperating |Incone Sumary
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The adjusted net operating incone for LGRE s gas operations is as foll ows:

Oper ati ng Revenues $65, 941, 221
Oper ati ng Expenses 56, 054, 929

ADJUSTED GAS NET OPERATI NG I NCOVE $ 9, 886, 292

RATE OF RETURN
Capital Structure

[ 45] LGEE proposes an adjusted end-of -test-period capital structure containing
41.09 percent |long-termdebt, 7.87 percent short-termdebt, 6.25 percent preferred
stock, and 44.79 percent conmon equity. [FNL168] LGRE decreased its test-period-end,
gas operations' preferred stock and increased its conmmon equity by $205, 321, the
amount of the discount and expense associated with the preferred stock issues.

[ FN169] As discussed previously in this Oder, L&E has allocated adjustnents to
JDI C and the Venture Fund on a pro rata basis to all conponents of capitalization.
The AG s and DOD' s proposed capital structures were the sane as that proposed hy
LGE. [FN170]

The Conmi ssion agrees with LGRE, the AG and DOD, and finds LGE s gas capita
structure is as foll ows:

Per cent
Long- Ter m Debt 41. 09
Short - Ter m Debt 7.87
Preferred Stock 6. 25
Common Equity 44.79

Total Gas Capital 100. 00

Cost of Debt and Preferred Stock

[46, 47] LGRE proposes a cost of |long-termdebt of 5.45 percent and a cost of
short-term debt of 6.02 percent. The AG and DOD use the costs of debt proposed by
L&E. [FN171] These rates reflect the cost of debt as of test-period end. [FN172] In
addition, LGXE adjusted the cost of long-termdebt to reflect the exclusion of debt
cost associated with its environmental conpliance investnent, consistent with the
Conmi ssion's decision in Case No. 98-426. [FN173] In response to a hearing data
request, LG&E provided an update of the cost of |ong-termdebt, short-term debt, and
preferred stock as of June 30, 2000

The Conmission finds that it is not appropriate to adjust the cost of long- term
debt for L&E s gas operations to reflect an adjustnent that relates solely to its
el ectric operations. The adjustnment to the debt cost associated with L&E' s
environnental conpliance investnent relates only to its electric operations. L&E
has offered no conpelling evidence to persuade the Comm ssion that the cost of debt
applied to its gas operations should reflect an adjustnent nade for its electric
operations.
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The Conmission also finds it appropriate to recogni ze the debt cost rates as of
June 30, 2000 when determ ning the overall cost of capital for L&E s gas
operations. The recognition of the updated debt cost rates constitutes a known and
neasurabl e adjustment and is nore representative of the period the rates established
inthis Oder will be in effect as conpared to the test-period-end debt cost rates.
However, these debt cost rates will be applied to the test- period-end capital
structure. Therefore, the Comm ssion finds the cost of long- termdebt to be 5.58
percent and the cost of short-termdebt to be 6.75 percent. [FN174]

L&E, the AG and DOD all utilized the test-period-end cost of preferred stock rate
of 5.19 percent. Consistent with the approach used in deternm ning the cost of debt,
the Conm ssion believes it is nore appropriate to use the cost of preferred stock as
of June 30, 2000, applied to the test-period-end capital structure. Therefore, the
Conmi ssion finds the cost of preferred stock to be 5.54 percent. [FN175]

Return on Equity

[48, 49] LGRE estinates its required return on equity using four nethods: the
di scounted cash flow (' DCF') nethod, the capital asset pricing nodel ('CAPM'), two
ri sk prem um anal yses, and a conparabl e earnings analysis. Based on the results of
t hese nethods, LG&E recommends a return on equity range of 11.5 to 12.5 percent with
a mdpoint of 12.0 percent.

The DCF and CAPM anal yses were perforned using eight electric conpani es as proxies
for LGRE. LGRE proposed the use of proxy conpanies for the analysis, rather than its
stock price, because it is a subsidiary of LGRE Energy. L&E s stock is not publicly
traded. In addition, PowerGen, plc ('PowerGen') is in the process of acquiring LGE
Energy. [FNL176] LG&E s criteria for selecting a compari son conmpany was inclusion in
Value Line's listing of electric utility conpanies and a bond rating criterion
centered on the current bond ratings of LGE, which is Al by Mody's and A+ by
Standard & Poor's. [FN177]

In response to a data request, LGE subnmtted new cost of equity estimates using a
conpari son group nade up of four gas conpanies. [FNL78] The gas study results are
slightly higher than those for the electric group study . The difference in results
is attributed nostly to the Iength of tine between the two studies and to slightly
hi gher recent interest rates. Had LG&E relied on the gas study for its reconmended
return on equity, the result would have been a range of 11.75 to 12.75 percent.

[ FNL79] However, LG&E continued to rely on its electric group study, with a return
on equity range of 11.5 to 12.5 percent and a midpoint of 12.0 percent. [FN180]

The AG criticizes LGE s return on equity estimates on several grounds. The AG
contends that L&E s use of Value Line 'Safety Ratings' is an inappropriate tool to
sel ect conpanies with conparable risks as required by Bluefield Water Wrks &
| mproverrent Conpany v. Public Service Comm ssion of West Virginia, 262 U S. 679,
(1923); Federal Power Comm ssion v. Hope Natural Gas Conpany, 320 U.S. 591 (1944).

[ FN181] The AG argues there are problens with L&E s CAPM anal yses, specifically
claimng that conceptual errors were made in the application of an arithnetic nmean
versus a geonetric nmean in calcul ati ng expected market prem unms. [FN182] The AG al so
argues that inplenentation errors were nmade by m smatching current risk free rates
with long-termrisk premuns and that the msmatch coul d have been avoi ded by
applying a current risk premumto the current risk free rates. [FN183]

The AG s analysis differs at a threshold level in that he did not use a sinilar
group of conpanies as proxies for LGXE in his DCF and CAPM anal yses. The AG argues
that conpliance with Bluefield and Hope drove the selection of four gas conpanies
as proxies, because their gas businesses were nore simlar to LGE s than were those
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of other conpanies. [FN184] LGE acknow edged that four of the eight electric
conpani es identified in Rosenberg's Direct Testinony, Schedule 1 (Allegheny, FPL
Group, CLECO and Idacorp) are not in the gas distribution business and that four of
the eight (CH Energy, Constellation, FPL Group, and GPU) have nucl ear generation
L&E al so acknow edged that data fromthese conpanies was used in its DCF and CAPM
anal yses. [ FN185]

Responding to the AGs criticisns, LGRE argues that it correctly used an arithnetic
nmean in its CAPM anal ysis and provides citations from published sources as
addi ti onal proof of the correctness of its nethods. [FN186] LG&E contends the
net hods used in its Ri sk Premiumanalysis are correct and that the AG s argunents
concerning msmatched risk free rates and risk premuns are without merit. [FN187]

The AG estimated a fair rate of return on common equity for L&E s gas operations
using two versions of a DCF analysis, a CAPM anal ysis and the bond- yield-plus-risk-
prem um approach (' Bond-Ri sk-Premum ). The AG s DCF anal yses were perforned using a
conpari son group of four publicly traded gas utilities. The AG did not performa DCF
analysis for LG&E s parent, LGRE Energy, for three reasons. First, LGE Energy is in
the process of nerging with PowerGen; therefore, the prenmiumoffered by PowerGen is
reflected in LGE Energy's current stock price. Second, L&E Energy's stock price
refl ects the consolidated operations of the conpany, including the electric business
of L&&E and KU, the 25-year |ease of the Big Rivers Electric Corporation's
generating assets, and LGXE Capital Corp., the holding conmpany for LGE Energy's
non- utility investnents. Third, the revenue increase that is the subject of this
proceeding is only related to the gas operations of LGE. The AG stated that
utilizing consolidated electric and gas conpany data to deternmine the rate of return
for the gas operations alone would not nmeet the requirenents of Bluefield and Hope.
[ FN188]

The AG selected his conparison group of conpanies starting with the 34 gas

di stribution conpanies listed in the regular and expanded editions of Val ue Line.
Al'l conmpanies that did not have at |east 95 percent of their operations in the gas
busi ness were elimnated. Next, conpanies with net plant greater than $900 mllion
were renmoved because conpani es of that size would not nmake a good conpari son given
L&E s net gas plant value of $291.45 mllion. Conpanies involved in a merger or
t ake-over were al so excluded fromthe conparison group. The |ast conpanies
elimnated had recently experienced unusual events or were conpani es for which the
necessary forecast informati on was not avail abl e.

The AG s constant-growth DCF anal ysis produced eight growh rates ranging from 6. 85
percent to 13.95 percent. Wen the AG excluded the two | owest results, which are

| ower than sone bond rates, and the two highest results, the analysis produces a
range of 9.5 to 10.5 percent, with a midpoint of 10.0 percent. The AG s two-stage
DCF anal ysis produces a cost of equity of 11.3 percent. H s CAPM anal ysis produces a
range of 9.5 to 10.5 percent, with 10.0 percent as the mdpoint. The AG s Bond-

Yi el d- Ri sk-Preni um net hod produces a range of 10.47 to 11.06 percent with 10.77
percent as the m dpoint. Based on these anal yses, the AG recommends a rate of return
on conmmon equity for LG&E of 10.0 percent. [ FN189]

L&E argues that there are several problens with the AG s analysis. LGE cont ends
that the constant growth DCF nmethod I1s unreliable, using the AGs own analysis to
support this view LGE&E cites the fact that half of the DCF results were elimnated
from consi derati on because they were bel ow bond yields or too high to be relied upon
by investors. LGE argues that the second stage growth used by the AGin the two-
stage DCF nethod understates the estimted growh significantly and therefore casts
doubt on the results. L&E al so disagrees with the inputs that the AG uses in his
CAPM anal ysis, stating that because of the inputs utilized, the results understate
the required return. L&E also states that none of the AGs 36 CAPM cal cul ati on
results falls within the AGs recommended range of 9.5 to 10.5 percent. [FN190] Ni ne
of the results fall below the recent cost of debt while 18 of the estinates are

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



Attachment DTE 1-2 (1)

204 P.U.R.4th 196 Page 43
2000 WL 1791791 (Ky.P.S.C.)
(Publication page references are not available for this document.)

above the CAPM recomended range. LGRE adds that the snaller size of the conpanies
included in the AG s conparison group requires a size premum thus increasing the
AG s cal cul ated cost of equity. LGRE al so takes issue with the inputs used in the
AG s Risk Premium Anal ysis. L&E contends that the AGs use of the Conposite
Treasury yield reflects the yield on all Treasury bonds with a maturity over 10
years, which differs fromthe yield on 10-year Treasury bonds al one. LGRE states
that use of the Conposite Treasury yield understates its cost of equity by 40 basis
poi nts. [ FN191]

The AG correctly points to several serious problems regarding L&E s proxy group
of conparison conpanies. One of the criteria for using a group of conpanies as a
proxy Is for that group to resenble as nearly as possible the conpany in question
The Conmission finds it is inappropriate to include electric conpanies in the proxy
group since this case involves only LGXE s gas operations. In addition, sone of the
el ectric conpani es sel ected have nuclear generation in their portfolios, which
further differentiates the proxy group fromL&&E s gas operations. Finally, it is
i kewi se inappropriate to include electric conmpanies with no regulated interests in
natural gas distribution in the proxy group. For these reasons, the nakeup of its
proxy group invalidates many of LG&E s cost of equity cal cul ations.

The Conmi ssion agrees in part with LGRE s critique of the AGs cost of equity
estimates. The AG s DCF estinations are wi de-ranging and not all are reasonable
enough to be applicable to L&&E s cost of equity. The AG s CAPM anal ysis al so has
wi de-ranging results, sone of which are sinilar to the lowresults the AG renoves
fromconsideration in his DCF anal ysis because they are near bond rates. Al so, the
gas conpani es included in AGs proxy group are snmall enough to warrant the addition
of a size premium which is not included in any of the AG s anal yses.

After reviewi ng the evidence of record and considering the infirmties in both
L&E s and the AG s anal yses, the Conm ssion finds that a reasonable return on
equity falls sonewhere between the | evels reconmended by the parties. A further
i ssue in consideration of an appropriate return on equity is that LGE s proposed
WNA O ause is being approved by this Order. The Conmi ssion believes the WNA C ause
will work to stabilize revenues over tinme and decrease the risk to LG&E' s
sharehol ders. Based on all these factors, the Conmission finds that L&G&E s return on
equity should fall within a range of 10.75 to 11.75 percent, with a m dpoint of
11. 25 percent.

Rate of Return Sumary

[50] Applying the rates of 5.58 percent for |ong-termdebt, 6.75 percent for short-
termdebt, 5.54 percent for preferred stock, and 11.25 percent for conmmon equity to
the capital structure produces an overall cost of capital of 8.21 percent, which we
find to be fair, just, and reasonable. This cost of capital produces a rate of
return on LGEE' s gas rate base of 7.66 percent, which the Conmission finds is fair
just, and reasonabl e.

REVENUE REQUI REMENTS

The Conmi ssion has determ ned, based upon a gas capitalization of $266, 376,827 and
an overall cost of capital of 8.21 percent, that the net operating incone found
reasonable for LG&E s gas operations is $21,869,537. L&RE s pro forma net operating
incone for the test period is $9,886,292. Thus, LGE needs additional annua
operating incone of $11,983,245. After the provision for bad debts, the PSC
Assessnment, and state and federal taxes, there is a revenue deficiency of
$20, 193, 449, which is the ampunt of additional revenue granted herein. The net
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operating incone found reasonable for LGE' s gas operations will allow it the
opportunity to pay its operating expenses and fixed costs and have a reasonabl e
amount for equity grow h.

The cal cul ation of the overall revenue deficiency is as follows:

Net Operating | ncone Found Reasonabl e $21, 869, 537

Pro Forma Net QOperating |ncone 9, 886, 292
Net Operating | ncone Deficiency 11, 983, 245
Gross Up Revenue Factor [FN192] . 5934224
Overal |l Revenue Deficiency $20, 193, 449
The additional revenue granted will provide a rate of return on the gas rate base

of 7.66 percent and an overall return on total gas capitalization of 8.21 percent.
The $20, 193, 449 increase represents an increase of 7.26 percent over the normalized
gross operating revenues. [FN193]

The rates and charges in Appendi x A are designed to produce gross operating
revenues, based on the adjusted test year, of $299, 834, 375. The gas operating
revenues reflect the npbst recent gas cost adjustnment approved in Case No. 90-158- W
[ FN194]

The Conmi ssion notes that it has been nearly 10 years since L&&E s | ast gas rate
case. Wiile LGE is conprised of the regul ated busi nesses of electric service and
gas service, it had not been calculating or nmonitoring the separate rates of return
on rate base and comon equity until 1998. [FN195] An anal ysis prepared by LGE
shows that since 1996 its rates of return on rate base and conmon equity for gas
operations have been decreasing and were at |l evels that could not be considered
reasonabl e. [FN196] The existence of these low rates of return on gas operations
cane to the Commission's attention in Case No. 98- 426. In the January 7, 2000 Order
in that case, the Commi ssion stated: 'It is the responsibility of LG&E to take the
appropriate steps to address that problem by some nmeans other than relying on a
subsidy fromits electric operations.' [FN197] The present case represents LGE s
response to address its lowrates of return on gas operations. LGRE states that it
is now nonitoring the achieved rates of return for its electric and gas operations
separately. [FN198] The Commi ssion expects LGRE to utilize this nobnitoring as a
neans to identify when it needs to take corrective action concerning the rates of
return for its gas operations. The Conmm ssion reenphasizes its concern that one
segnent of LGRE' s operations that is earning an excessive rate of return should not
subsi di ze a segnment that is under earning. The custonmers of the individual gas and
el ectric operations should pay no nore or no less than the cost of service. Wen
corrective action is indicated, whether the earned returns are deficient or
excessi ve, the Conmi ssion al so expects LGXE pronptly to initiate the appropriate
proceeding to address the situation

PRI CI NG AND TARI FF | SSUES
Cost - of - Servi ce Study
[51-53] LG&RE presented an enbedded cl ass cost-of-service study for the 12 nonths
ended Decenber 31, 1999 adjusted for known and neasurabl e changes to the test year

operating results. [FN199] The primary objective of a cost-of-service study is to
determ ne the rates of return on a conmpany's investnent at present and proposed
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rates for each rate class. Cenerally, L&E s cost-of-service study indicates that,

at present rates, all class rates of return are bel ow reasonably expected returns
with the exception of the firmtransportation class. [FN200] A cost-of-service study
may al so be used as a guide in devel oping an appropriate rate design for each
customer class. LGE used the results of the cost-of-service study to design rates
to better achieve a balance in its class rates of return while affording recognition
to the marketplace, custoner acceptance and gradual i sm

L&E s cost-of-service study incorporates the 'zero-intercept' nethodology to
classify distribution mains into custoner and demand conponents. [FN201] The theory
behi nd the zero-intercept nethodology is that a linear relationship exists between
the unit cost of distribution nains and the capacity of the main proportionate to
its dianeter. Upon establishing this linear relationship, it can be determ ned,
theoretically, where the cost conponent of mains is invariant to the size of the
mai n. Anot her net hodol ogy LGE coul d have enployed is the 'mninmumsystem' but this
nmet hodol ogy is generally considered to be nore subjective than the zero-intercept
approach. As it has stated in numerous orders over the |ast decade, the Comn ssion
bel i eves that the zero- intercept nethodology is the nore acceptable way to divide
di stribution nmain costs into demand-rel ated and custoner-rel ated conponents.

Mor eover, the Commi ssion is convinced that the zero-intercept nethodology is
statistically nore sound and | ess subjective than the m ni num system nethod, in
which a mininmum size nain nust arbitrarily be chosen in order to determ ne the
customer-rel ated conmponent. As pointed out in KIUC s brief, the m ni mum system
approach would significantly assign greater costs to the residential class and away
fromother classes. [FN202]

The AG identified a nunber of problens with L&G&E s study, which in his opinion
renders the results of the study unusable. [FN203] Therefore, the AG devel oped an
alternative cost-of-service study using L&E s study and maki ng or substituting
proposed solutions for the problens identified.

The first problemidentified by the AG was the use of two duplicate allocator names
that caused incorrect allocations of selected operating expenses. The second problem
was identified as an inappropriate allocation choice for renoving pronotiona
advertising expense fromthe cost-of-service study. The third problem was identified
as the appropriate nmeans to allocate forfeited discounts and m scel | aneous service
revenues. The all ocation of custoner service expenses was identified as a fourth
problem The [ ast concern identified by the AG was the appropriate way to all ocate
fixed storage and transportation costs.

Inits rebuttal testinobny, LGXE agreed with the AG on the duplicate allocator
nanes, the introduction of a better renmoval of pronotional advertising expense, and
the nore appropriate forfeited discount allocator. [FN204] The remai ning i ssues of
fi xed storage costs, custoner service expenses, and niscell aneous service revenues
are di scussed bel ow.

[54, 55] Fixed Storage Cost. The issue of the appropriate allocator for fixed
storage cost generally revolves around the need to constantly nmaintain L&E s gas
di stribution systemin balance within the defined physical tol erances of the
industry. In its cost-of-service study, LG&E allocates no fixed storage costs to
interruptible transportation custoners. As noted by the AG this is the first L&RE
case wherein transportation custoners have been served under a tariff that permts
transportation services w thout requiring back-up gas service. The AG contends that
to pronote equity and fairness anong all classes of service, it is necessary to
allocate at least a small portion of the fixed storage cost to these interruptible
transportati on custonmers. The AG argues that while interruptible custonmers should
not pay as nuch as firmcustoners, it is not reasonable that interruptible custoners
shoul d pay none of the fixed storage costs. The AG further argues that the
construction of the storage assets preceded the introduction of the transportation
class of service and therefore was intended to serve all classes of service. The AG
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proposes an allocation of fixed storage costs with 50 percent based upon the cl ass
rel ati onship of annual throughput and 50 percent based upon the class relationship
of storage demand. [ FN205]

L&E counters that the interruptible transportation class is served on a firm
conmtment basis, but only to the extent that deliveries to the systemare equal to
t he vol unmes consuned, i.e. balanced within the class or the system In its brief
L&E |ists several reasons why it did not allocate fixed storage costs to the
transportation and other interruptible classes. [FN206] These include the exclusion
of storage services fromthe tariffs or contracts for this class, the interruptible
nature of the service, and the inability to use the storage fields during the spring
and sumer nmonths due to nmai ntenance and injections [FN207] and due to w thdrawal s
during the winter nonths. In addition, there are bal anci ng and penalty provisions
currently in place for these custoners, such as utilization charges, nonthly cash-
out provisions and operational flow orders that provide LGE the ability to nmaintain
overal | system bal ance.

The issue of allocating fixed storage cost can be sumari zed as one of shifting
costs to the interruptible transportation custoners and special contract custoners
and away fromfirmservice customers. LGE cautions that shifting costs to these
interruptible custoners will likely increase the chance of these custoners
physical ly bypassing the distribution systemw th the consequence that the renaining
custonmers would be required to bear the fixed costs previously borne by the
interruptible custoners.

Havi ng gi ven consideration to both the argunents and the counter-argunments, the
Conmi ssion finds that the AG has not offered persuasive evidence that a nodified
al l ocation of fixed storage cost based on a weighted anal ysis of 50 percent storage
demand and 50 percent annual throughput is reasonable. W conclude that, while
L&E s approach may not be perfect, Its argunents against allocating fixed storage
costs to interruptible custoners are persuasive and reasonabl e. Therefore, we accept
L&E s position on the allocation of fixed storage costs.

[56, 57] Custoner Service. During his review of the case, the AG noted that in
conparison to L&E' s previous gas rate case, the relationship of customer service
and sal es expenses had dramatically changed.. During his review of the case, the AG
noted that in conparison to L&E' s previous gas rate case, the rel ationship of
custoner service and sal es expenses had dramatically changed. [FN208] Upon a cl oser
exam nation of these expenditures, the AG surm sed that a shift had been made in
L&E s custoner service and sal es departnents to enphasi ze the efforts necessary to
retain and attract |arge volume custonmers. In allocating these costs to the various
cl asses, the AG assigned nore enployees to the commercial and industrial custoners
than were in fact actually supporting these custoner classes. In its rebutta
testinony, LG&E asserts that the AG nmisinterprets the information provided during
the investigation through both undercounting and overcounting. [ FN209]

The issue of howto allocate custoner service and sal es expenses is best described
as a shift of costs to commercial and industrial custoners and away fromresidentia
custoners. Having given consideration to both the argunents and the counter-
arguments, the Conmission is not persuaded that a nodified allocation of customner
service and sal es expenses is needed at this time. The residential class rate of
return is still substantially bel ow the system average.

M scel | aneous Service Revenue. The AG proposes to nodify the allocation of

m scel | aneous service revenue on the sane basis as that used for forfeited di scount
revenues. [FN210] The inpact of this change is to shift nore revenues to residential
custoners, thus lowering their cost of service. On the other hand, LGE all ocates

nm scel | aneous service revenues based on total sales revenue. LGE, in response to

i nformati on requests during the hearing, provided an analysis of itens included in
the test-year niscellaneous service revenues. [FN211] LG&E s anal ysis supports the
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al l ocation of a greater portion of these revenues to the conmmercial and industria
cl asses. L&E' s nethodol ogy reflects this allocation; therefore, the Conm ssion
finds that the AG s proposed nodification should be denied

Concl usi on. The Commission finds the cost-of-service study as nodi fied by LGE to
be reasonable. It provides a neans of neasuring individual class rates of return and
can be used as a guide in devel opi ng appropri ate revenue allocations and rate
desi gn.

Revenue Al |l ocati on

[58, 59] L&KE' s cost-of-service study reflects a rate of return for the residentia
class, Rate RGS, considerably below the total conpany rate of return. [FN212] For
this reason, L&E proposes a | arger percentage increase for Rate RGS than for its
other rate classes. However, the increase proposed by LGE for the residential class
is less than the increase supported by the results of its cost-of-service study. Its
proposed rates, LG&E asserts, establish a reasonabl e bal ance between the result of
its cost-of-service study and the realities of the current marketplace. L&E is al so
proposi ng i ncreases for commercial and industrial custonmers served on rate schedul es
CGS, IGS, and G 6, but it proposes no increase to its special contract customers.
According to L&GE, even though its cost-of-service study shows the special contract
customer class to have a relatively lowrate of return, the pricing for these
customers must reflect conpetitive considerations such as physical by-pass. [FN213]

The AG opposes LGE&E' s proposed revenue allocation and states that all customer

cl asses shoul d be assigned part of the proposed increase. The AG sponsors an
alternative cost-of-service study and argues that it shows that all rate cl asses
fall well short of the 8.40 percent overall rate of return requested by LGRE.

[ FN214] Al though the results of his cost-of-service study support w dely varying
percentage i ncreases anmong LG&E s custoner classes, the AG proposes relatively equa
percentage i ncreases of 4.5 to 6.5 percent for all rate classes except special
contracts, which he proposes to increase by 8.4 percent. [FN215] The AG argues t hat
other rate classes should not subsidize special contract custoners even if there is
a danger of these custoners |eaving the system He contends that if special contract
customers don't cover their expenses and nake a contribution to fixed costs the
val ue of continuing to serve those custoners is questionable. [FN216]

In evaluating this issue, the Comm ssion is cogni zant of the mmjor changes the
natural gas industry has undergone in recent years. As a result of these changes,
| arge vol une end-users, mainly industrial custoners, have sought out their own gas
supplies at prices |lower than the local distribution company's ('LDC s') price for
its systemsupply gas. Sone of these custoners that have | arge volunes and that are
located relatively close to an interstate pipeline may bypass an LDC to avoid payi ng
the LDC for transportation services. The Conm ssion agrees with LG&E on the
i mportance of retaining special contract custoners as |long as those custoners are
nmaki ng a contribution to fixed costs.

L&E has denonstrated that its special contract class is contributing to the
system s fixed costs even though the class's rate of return is significantly |ower
than the total systemreturn proposed by LGE. As we have found several tines in
reviewing gas or electric utility special contracts or econom c devel opnent rate
proposals, if rates are sufficient to cover variable costs plus make a contribution
to fixed costs, the systemas a whole and the renai ning custoners benefit. In the
absence of the special contract/large volunme custoners' contribution, the renaining
customers' rates would require a further increase sufficient to cover those fixed
costs. Recogni zing that conpetition, in addition to cost of service, plays a role in
revenue allocation, the Conmission finds it reasonable to allocate none of the
i ncrease awarded herein to the special contract class. However, the Commi ssion wll
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continue to nonitor L&GRE s special contract filings and advises LGRE that the prices
contained therein will continue to be subject to extensive review

L&RE proposes to allocate the revenue increase so as to nove in the direction of
fully allocated cost recovery while minimzing the rate inpact for all custoner
cl asses. The allocation of the revenue increase granted herein generally follows
L&E s allocation proposal, allowing for the difference between the ambunt requested
and the anpunt awarded. The rates set out in Appendix A, which increase L&EE s
revenues by 7.26 percent, will produce the additional revenues granted herein while
generally noving rates toward their actual cost of service.

Rat e Desi gn

[ 60, 61] LGRE proposes to increase its custoner charge for residential custoners,
Rate RGS, from $4.48 to $9.00. To avoid undue disruption for its custonmers, LGE
proposes to achieve this increase in steps over 3 years, starting with a $7.00
custoner charge for the first year following the decision in this proceeding. After
one year, the charge would go to $8.00 and then to $9.00 a year later. [FN217] The
di stribution cost conponent woul d al so be adjusted downward each year so that the
total class revenue remains neutral for the 3 years.

The AG proposes to increase the custoner charge by a percentage equal to the
overal | percentage revenue increase granted LG&E. The AG s reconmended revenue

i ncrease of approximately 8 percent woul d produce a custoner charge of $4.84.

[ FN218] The AG and MHNA bot h point out the adverse inpact that rate increases can
have on | owincone custoners.

L&E al so proposes to increase its custonmer charges for rates CGS and IGS to nore
accurately reflect the cost to serve the comrercial and industrial custoners served
on those rate schedul es. [FN219] The present charge is $8.96 for both rate
schedul es. LGRE proposes to establish a two-tier custonmer charge based on neter
capacity. Custoners with a neter capacity less than 5,000 cubic feet per hour would
have a custoner charge of $16.50 per nonth, and those with neter capacity equal to
or greater than 5,000 cubic feet per hour would have a custonmer charge of $117.00
per month. LGRE al so proposes to increase its custoner charge from $20.00 to $150. 00
for Rate G6 custoners. [FN220] The AG proposes the sane percentage of revenue
approach for determ ning the custoner charges for Rate CGS and I GS as he did for
;ate RGS. The AG did not make a reconmendati on on LG&E s custoner charge proposa

or Rate (6.

The Conmi ssion believes that a reasonable increase in LGXE s residential customer
charge is warranted, given the relatively low | evel of the current charge and
recogni zing that it has not been increased for approximtely 10 years. However, an
increase to $9. 00, even using the phased-in approach proposed by LGE, does not
conport with the principles of gradualismand rate continuity. On the other hand,
the AG of fers no persuasive evidence for linmting the increase to the overal
per centage i ncrease in revenues awarded herein. H's nodified cost-of-service study,
when presented in a manner sinmlar to LG&E s cost-of-service study, indicates the
residential customer charge should be significantly increased. The AG recomended
the Conmission rely on the allocation reconmendations in the 1989 NARUC Gas
Distribution Rate Design Manual. This would result in fewer types of costs being
classified as custoner- related costs; however, it would also shift costs fromthe
residential class. Such cost shifting is inappropriate given the residential class's
consistently lowrate of return. After thorough consideration of the issue, the
Commi ssion finds that an increase to $7.00 is reasonable as it noves LG&E s custoner
charge toward the cost to serve its residential custonmers in a gradual nanner

The Conmi ssion finds that the cost justification offered by L&GE in support of the
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proposed two-tier custoner charge for commercial and industrial rate classes is
reasonabl e. W are not persuaded to adopt the AG s percentage of revenue approach
for these custoner classes any nore than we are persuaded to adopt this approach for
the residential class. The Commission finds that the proposed custoner charges of
$16.50 and $117.00 for Rates CGS and I GS are reasonabl e and appropriate and shoul d
be approved. W further find that the proposed charge of $150.00 for Rate GG is
reasonabl e and shoul d be approved.

WNA C ause

[62] LGEE proposes a WNA Cl ause applicable to Rate RGS and Rate CGS for an
experinmental period of three years to adjust for the effects that weather has on its
earnings and return on equity. [FN221] The proposed WNA C ause will adjust billing-
cycle residential and comercial gas sales for normal tenperatures on a real-tine
basis. L&E argues that, although a tenperature normalization adjustnent is
historically allowed in rate cases, the absence of a WNA Cl ause subjects it to
drastic fluctuations in earnings and return on equity due to tenperature variations.
L&E s nechanismis nodel ed after Colunbia Gas of Kentucky's WNA C ause, which was
approved by the Commission in Case No. 97-299. [FN222]

The Conmi ssion finds that L&G&E s proposed WNA Cl ause i s reasonabl e and shoul d be
approved. W further find that L&E should be required to file an annual report on
the operation of its WNA Cl ause after each heating season. The annual report shal
be filed by June 30th of the sunmer followi ng the heating season and shall be filed
in the format set out in Appendix B to this O der

Transportation Services Tariff Modifications

[63] Rate TS -- Transportation Service. LG&E proposes to broaden the availability
of this tariff to 50 Mcf per day, or 50,000 annually, in order to allow nore
customers the opportunity to transport their own gas. [FN223] The 'Receipts and
Deliveries' section of the tariff will be replaced by a Cash-Qut Provision that wll
nore cl osely control inbalances on the system LGE al so proposes to make pooling
service avail able under this tariff to correspond to a simlar service already
avai | abl e under Tariff FT. [FN224]

Rate FT -- Firm Transportation Service. LG&E proposes to change the manner in wh
it determnes its Cash-Qut price to reflect a market based price. LG&E s price w
be based on the nonthly average of the daily mid-point prices posted in Gas Daily
for CNG South Point for the nmonth during which the inbal ance occurred. L&E states
that this change will better reflect the market price at the tine the inbal ance
occurred. LGRE al so proposes to nodify its penalty for violation of an Qperationa
Fl ow Order from $15.00 per Mf to $15.00 per Mf plus the nmarket price for gas on
the day of the OFQ [FN225]

i ch
I

The intervenors do not offer any objection to the proposed tariff changes for
either Rate TS or Rate FT. The Conmi ssion finds that the proposed changes are
reasonabl e and shoul d be approved.

Li ne Extensi ons

LG&E requests Comm ssion approval to reduce the extension of mains to new custoners
from 100 feet per custoner to 80 feet. L&E failed to justify its request other than
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claimng savings would result to LGRE if it extends the nains 80 feet in lieu of 100
feet. Al the gas utilities in Kentucky provide up to 100 feet of main to new
custoners, while sonme provide up to 200 feet. In addition, 807 KAR 5:022, Section
9(16), requires a gas utility to provide up to 100 feet to an existing distribution
mai n wi t hout charge for a prospective customer. KRS Chapter 13A does not provide for
such cavalier treatnent of policies duly promulgated in adm nistrative regul ations.
L&E s request to permanently deviate from 807 KAR 5:022, Section 9(16), should be
deni ed.

GAS MAI N REPLACEMENTS

[64, 65] Since 1996, LGRE has been engaged in an extensive gas nmin repl acenent
project. Between 1996 and 1999, LG&E has repl aced approxinmately 123 niles of its
exi sting mains, and it plans to replace an additional 45 miles during 2000. [FN226]
L&RE estimated that the annual cost of this project has been between $8 and $9
mllion, with the work in 2000 estimated to cost $11 mllion. [FN227] The capita
i nvest ment associated with this project has contributed to the erosion of LG&E s
earnings fromits gas operations during those years.

The Conmi ssion commends LGRE for its efforts to maintain and inprove the safety and
reliability of its gas distribution system W also encourage LGE to continue this
project, as the safety and reliability of its gas distribution systemis of
par amount i mportance. These efforts should provide overall benefits to both its
custoners and sharehol ders through enhanced operating efficiencies and | owered
costs.

The Conmi ssion al so recogni zes the inpact such capital investnent has on L&E' s
financial condition. Wen preparing for its next general gas rate case, LGXE nmy
wi sh to consider filing a historic test period and requesting the recognition of pro
forma adj ustments for known and neasurabl e changes or filing a fully forecasted test
period. [FN228] If LG&E believes sone additional nmeasures are needed to address the
i mpact of this capital investnment on its earnings, the Conm ssion encourages LGE to
consider and offer well-reasoned proposals to address this issue.

SUMVARY

The Conmi ssion, after consideration of all matters of record and bei ng ot herwi se
sufficiently advised, finds that:

1. The rates set forth in Appendix A are the fair, just, and reasonable rates for
L&E to charge for service rendered on and after the date of this Oder

2. The rates proposed by LG&E woul d produce revenue in excess of that found
reasonabl e herein and shoul d be deni ed.

3. L&&E s request to reduce its standard extension of existing distribution main to
new customers and to deviate fromthe requirenments of 807 KAR 5:022, Section 9(16),
Ext ensi on of Services, should be denied.

4. L&E' s proposed WNA O ause is reasonabl e and shoul d be approved.
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I T 1S THEREFORE ORDERED t hat :

1. The rates in Appendix A are approved for service rendered by L&E on and after
the date of this O der.

2. The rates proposed by LGE are deni ed.

3. L&E shall, within 30 days of the date of this Oder, file its revised tariff
sheets setting out the rates approved herein

4. L&KRE' s proposed tariff changes to Rates TS and FT are approved.

5. L&&E s proposed WNA Cl ause i s approved, subject to the reporting requirenents
outlined in Appendix B

6. L&E s request to deviate fromthe requirements of 807 KAR 5:022, Section 9(16),
Ext ensi on of Services, is denied.

7. As of the date of this Order, L&GE shall cease its current accounting practice
concerning the treatnent of outside | egal expenses. LGE shall adopt accounting
practices that provide for the direct assignnent of outside | egal expenses to either
electric or gas operations, as appropriate. Only after LGE has determ ned that an
out side | egal expense cannot be directly assigned shall it utilize an appropriate

al l ocati on met hodol ogy and all ocate the expense to electric and gas operations. LGRE
shal |l al so make this change in accounting practice for any other expense category,
as well as expenses involving LGE and KU or any other LGE affiliate, that has been
previously treated as outside | egal expenses.

Done at Frankfort, Kentucky, this 27th day of Septenber, 2000.
APPENDI X A
APPENDI X TO AN ORDER OF THE KENTUCKY PUBLI C SERVI CE COVW SSI ON | N CASE NO

2000- 080 DATED SEPTEMBER 27, 2000

The follow ng rates and charges are prescribed for the customers in the area served
by Louisville Gas and Electric Conpany. Al other rates and charges not specifically
nmentioned herein shall remain the sane as those in effect under authority of this
Conmi ssion prior to the effective date of this Oder

GAS SERVI CE

The Gas Supply Cost conponent in the followi ng rates has been adjusted to
i ncorporate all changes through Case No. 90-158- MM
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RGS

Resi dential Gas Service

RATE:

Cust oner Char ge: $7.00 Per Delivery Point Per Mnth
Charge Per 100 Cubic Feet:

Di stribution Cost Conponent 13.457 |
Gas Supply Cost Conponent 54,692 |
Total Charge Per 100 Cubic Feet 68.149 |

Sunmrer Air Conditioning Service Under Gas Rate RGS

RATE:

The rate for 'Summer Air Conditioning Consunption,' as described in the manner
herei nafter prescribed, shall be as foll ows:

Charge Per 100 Cubic Feet:

Di stribution Cost Conponent 8.457 |
Gas Supply Cost Conponent 54.692 |
Total Charge Per 100 Cubic Feet 63.149 |

CGS Fi rm Conmerci al Gas Service

5000 CF/ HR $117.00 Per Delivery Point Per Mnth

RATE:

Cust oner Char ge:

If all of the Customer's neters have

a capacity <5000 CF/ HR $16. 50 Per Delivery Point Per Mnth
If any of the Custoner's neters have

a capacity

Charge Per 100 Cubic Feet:

On Peak:

Di stribution Cost Conponent 13.457 |

Gas Supply Cost Component 54.692 |

Total Charge Per 100 Cubic Feet 68.149 |

Of Peak:

Di stribution Cost Conponent 8.457 |

Gas Supply Cost Conponent 54.692 |

Total Charge For 100 Cubic Feet 63. 149 |
CGS Summer Air Conditioning Service

RATE:

Charge Per 100 Cubic Feet

Di stribution Cost Conponent 8.457 |

Gas Supply Cost Component 54.692 |

Total Charge For 100 Cubic Feet 63.149 |
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CGS Gas Transportation Rider

RATE:

Charge Per 100 Cubic Feet

Di stribution Cost Conponent 13.457 |
Gas Supply Cost Conponent 54,692 |

Total Charge For 100 Cubic Feet 68.149 |
IGS FirmlIndustrial Gas Service

5000 CF/ HR $117.00 Per Delivery Point Per Mnth

RATE:

Cust omer Char ge:

If all of the Custoner's neters have

a capacity <5000 CF/ HR $16.50 Per Delivery Point Per Mnth
If any of the Custoner's neters have

a capacity

Charge Per 100 Cubic Feet:

On Peak:

Di stribution Cost Conponent 13.457 |
Gas Supply Cost Conmponent 54.692 |
Total Charge Per 100 Cubic Feet 68.149 |
Of Peak:

Di stribution Cost Conponent 8.457 |
Gas Supply Cost Component 54.692 |
Total Charge For 100 Cubic Feet 63.149 |

G 6 Seasonal O f-Peak Gas Rate

RATE:
Cust oner Char ge $150. 00 Per Delivery Point Per Month
Charge Per 100 Cubic Feet:
Di stribution Cost Conponent 6. 855 |
Gas Supply Cost Component 54.692 |
Total Charge Per 100 Cubic Feet 61.547 |
RATE TS Gas Transportation Service/ Standby
RATE:
Admi ni strative Charge $90. 00 Per Delivery
Poi nt Per Month

CGS | GS G 6
Di stribution Charge Per Mf $1. 3801 $1.3801  $.6855
Pi peline Supplier's Demand Conponent .6357 . 6357 . 6357
Tot al $2. 0158 $2. 0158 $1.3212
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RATE RBS Reserved Bal anci ng Service

RATE:

Mont hl y Demand Char ges $5. 9900

Mont hl y Bal anci ng Char ges 3. 6500

Tot al $9. 6400

ELECTRI C AND GAS M scel | aneous Servi ce Fees

RATE:

Di sconnecting and Reconnecting Service $18.50
Ret ur ned Checks 7.50

APPENDI X B
Louisville Gas and El ectric Conmpany shall include the follow ng financial and

statistical data in its Annual Report to the Comni ssion on the Wat her Nornalization
Adj ust mrent (' WNA' ) program

Nunber of WNA Customers (By d ass)

Amount of WNA Revenue (By d ass)

Mcf Vol ume Adjustnment Resulting From WNA (By d ass)
Average WNA Revenue Per Custoner (By C ass)

Anount of WNA Revenue (Total Conpany)

Mcf Vol ume Adj ustment Resulting From VWA (Total Conpany)
WNA | npact on Earnings for Reporting Period

Actual Nunmber of Heating Degree Days

© © N o o k& w NP

Nor mal Number of Heating Degree Days

10. Variation of Actual Tenperatures From Normal Tenperatures (%
11. Nunber of Customer Inquiries About WNA Program

12. Nunber of Custoner Conplai nts About WNA Program

APPENDI X C
Determ nation of LG&E s Gas Operations Capitalization

The deternination of L&E' s gas capitalization reflects the allocation of the total
conpany capitalization using a factor based on LG&E s actual test-period gas rate
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base conpared to the tota

Tot al
Add:

Uility Plant

conpany rate base.

in Service

Gas Stored Under ground

Fuel Inventory

Mat eri al s and Supplies

Pr epaynent s

Cash Working Capital

Subt ot al
Deduct :

Al | owance

Accunul at ed Depreciation

Cust oner Advances

Accunul at ed Deferred Taxes

I nvestnent Tax Credit

Subt ot al

(prior

I aw)

NET ORI G NAL COST RATE BASE

Page 55
Gas Rate Total Co. Rate
Base at 12/31/99 Base at 12/31/99
$436, 334, 493 $3, 065, 838, 688
26, 664, 564 26, 664, 564
0 17, 008, 480
1,371,734 33,214, 842
244, 443 1, 566, 650
4,698, 540 46, 562, 526
$ 32,979, 281 $ 125,017,062
147, 012, 854 1, 215, 031, 862
10, 444, 203 11, 104, 354
26, 462, 743 313, 854, 416
29, 222 101, 728

$183, 949, 022
$285, 364, 752

$1, 540, 092, 360
$1, 650, 763, 390

Percentage of Gas Rate Base to Total 17.29%

Conpany Rate Base

The al location of Common Utility Plant and associ ated bal ances and Prepaynents for
the gas rate base is consistent with the approach described in the Oder. As the
allocation only inpacts the electric and gas rate base cal cul ations, the tota
conpany anounts are not effected.

The bal ance for Prepaynent for both the gas and total conpany rate bases does not
i ncl ude the PSC Assessnent. The bal ance for Accunul ated Deferred Taxes for both the
gas and total conpany rate bases reflects the exclusion of SERP- related deferred
taxes. The SERP-rel ated deferred taxes have been found to be a 'below the I|ine'
item

The total conpany anmounts are taken from L&&E s Application, Tab 35, Filing
Requi renent 6-r, Decenber 1999 Monthly Fi nanci al Report, pages 5, 7-10, and 14 and
L&E s Supporting Workpapers filed April 27, 2000, tab 16.

Al l ocation of
Total Company
Capitalization
to Gas
Qper ations
Conponent Rest at ed Tot al Test Net Adj ust ed Adj .
Co. Peri od Gas
0] Test Capital Gas Capital - Gas Capit -
Peri od i zati - al
on
Capitalization Bal ances Struct- Capitali- Adjustm Capitaliz- Struc-
ure zation ents ation ture
Long- Ter m Debt 626,800,0- 41.09% 108,373,- 1,068,4- 109,442,2- 41.09%
00 720 88 08
Short - Ter m Debt 120, 097,4- 7.87% 20, 764, 8- 204, 648 20, 969, 498 7.87%
58 50
Preferred Stock 95,327,847 6. 25% 16,482,1- 162,522 16, 644, 707 6. 25%
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85
Common Equity 683, 376,0- 44.79% 118,155,- 1,164,7- 119,320,4- 44.79%
17 713 01 14
Tot al Debt,
Preferred
St ock, and Commpn
Equity 1,525,601- 100.00% 263,776,- 2,600,3- 266,376,8- 100.0-
, 322 468 59 27 0%
JDI C 67, 151, 221 2,659,265 (2,659,- 0
265)
Tot al 1,592, 752- 266, 435,- (58,906) 266, 376, 8-
Capitalization , 543 733 27

The Total Conpany Restated Test Period Bal ances reflect LGE s reclassification of
certain stock discount and expense itens from Common Equity to Preferred Stock.

Long- Term Debt, Short-Term Debt, Preferred Stock, and Common Equity were all ocated
to Gas Qperations by applying the Gas Rate Base percentage of 17.29%to the Tot al
Conpany Restated Test Period Bal ances. Gas JDIC was not allocated using the 17.29%
al l ocation factor, but rather reflects actual gas JDI C plus 23% of L&E s conmon
JDI C bal ance.

Al Net Capitalization Adjustnents were allocated to the conmponents of
capitalization on a pro rata basis. The calculation of the Net Capitalization
Adj ustnments is on the follow ng page of this Appendi x.

Cal cul ation of Net Capitalization
Adj ust nent s

Conponent Q her

O Capitalization I nvestments JDIC Total s
Long- Ter m Debt (24, 204) 1,092,692 1,068, 488
Short - Ter m Debt (4, 636) 209, 284 204, 648
Preferred Stock (3,682) 166, 204 162, 522
Common Equity (26, 384) 1,191,085 1,164,701
Total s (58, 906) 2,659, 265 2,600, 359

Not es:

The Ot her Investnents is nmade up of LG&E s investnment in the African American
Venture Capital Fund, which the Conm ssion has treated as a comon investnent and
al l ocated 23% of the total $256,112, or $58,906, to Gas. This treatnent is
consistent with the Conmmi ssion's decision in Case No. 98-426.

The JDIC treatnent is consistent with previous Comm ssion deci sions.

CORDER

The Conmi ssion, upon review of its Septenber 27, 2000 Order, finds that one rate
was incorrect. The corrected rate is:
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RATE TS

Gas Transportation Service/ St andby

RATE: CGS | GS G 6
Di stribution Charge Per Mf $1.3457 $1.3457  $.6855
Pi peline Supplier's Demand Conponent .6357 . 6357 . 6357
Tot al $1.9814 $1.9814 $1.3212

I T 1S THEREFORE ORDERED t hat Appendi x A to the Septenber 27, 2000 Order be and
hereby is nodified to include the corrected rate set forth herein

Done at Frankfort, Kentucky, this 29th day of Septenber, 2000.

FOOTNOTES

FN1 L&E generates, transmits, distributes and sells electricity in Jefferson County
and in portions of Bullitt, Hardin, Henry, Meade, O dham Shel by, Spencer and
Trinble counties in Kentucky.

FN2 The percentage increase reflects LGXE s adjusted annual revenues of

$192, 157,595, based on the gas cost recovery conponent in its rates effective
February 1, 2000. Updating the revenues to reflect the current gas cost conmponent

i ncreases the revenues to $279, 640, 926, which reduces the stated percentage to 9.98
percent .

FN3 Case No. 2000-137, Application of Louisville Gas and El ectric Conpany to
Increase its Charges for Disconnecting and Reconnecting Service and for Returned
Checks.

FNA In its order consolidating Case No. 2000-137 and Case No. 2000-080, the
Conmi ssion ordered the procedural schedul e established in Case No. 2000- 080 adopted
as the procedural schedule of the consolidated case.

FN5 Transcript of Evidence ('T.E '), Vol. I, at 82.

FN6 WIlianms Direct Testinmony, Exhibit 2, page 1 of 2, and Exhibit 3, page 1 of 2

FN7 Case No. 99-176, An Adjustment of the Rates of Delta Natural Gas Conpany, Inc.
Final Order dated Decenber 27, 1999.

FN8 L&E' s Response to the Commission's April 28, 2000 Order, Item 42(a).

FN9 The Conmi ssion does not have a 'policy' of using capitalization. The Comm ssion,
as it is statutorily nmandated to do, reviews each application filed to detern ne

whi ch nmethod nore accurately reflects the investnment that is used and useful in
providing service to the ratepayers.
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FN10 Seelye Rebuttal Testinobny at 5-6.

FN11 L&EE s Response to the Commission's May 25, 2000 Order, Item8(c).

FN12 See Seelye Rebuttal Testinony at 3-10 and LG&E s Post-Hearing Brief at 39-44.

FN13 Henkes Direct Testinony at 7.

FN14 Id. at 7-8.

FN15 Case No. 98-426, Application of Louisville Gas and El ectric Conpany for
Approval of an Alternative Method of Regulation of its Rates and Service, Final
Order dated January 7, 2000 and Rehearing Order dated June 1, 2000.

FN16 Henkes Direct Testinony at 9.

FN17 AG s Post-Hearing Brief at 1-2.

FN18 T.E., Volune |1, August 3, 2000, at 251-252.

FN19 Case No. 90-158, Adjustnent of Gas and El ectric Rates of Louisville Gas and
El ectric Conpany, final Oder dated Decenber 21, 1990.

FN20 Case No. 99-176, Decenber 27, 1999 Order at 10 and 12.

FN21 Case No. 97-066, An Adjustnent of General Rates of Delta Natural Gas Conpany,
Inc., final Oder dated Decenber 8, 1997 and rehearing Order dated May 1, 1998.

FN22 Case No. 97-066, Decenber 8, 1997 Order at 7-8. In the May 1, 1998 Rehearing
Order, page 2, rate base was revised to $66, 751, 309.

FN23 Case No. 99-176, Decenber 27, 1999 Order at 3-4.

FN24 LGE&E had stated that such a conparison was not relevant to the issue of whether
to use rate base or capitalization in calculating revenue increases. See L&E' s
Response to the Conmission's April 28, 2000 Order, Item 42(b).

FN25 Case No. 98-426, June 1, 2000 Order, at 3.

FN26 See LGEE s Response to the Commission's April 28, 2000 Order, Item 35; and
L&E s Response to the Commission's May 25, 2000 Order, ltem 3.
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FN27 LGE&E s Response to the Commission's May 25, 2000 Order, Item 3(c).

FN28 Rate base of $287,909, 011 minus capitalization of $268, 202, 448 equal s
$19, 706, 563.

FN29 LGEE' s Response to the Commission's May 25, 2000 Order, Item 3(c).
FN30 L&EE' s Response to the Commission's March 15, 2000 Order, Item 35.
FN31 L&E' s Response to the Commission's April 28, 2000 Order, Item 74.
FN32 1d.

FN33 LG&E' s Post-Hearing Brief at 5-6.

FN34 LGEE' s Response to the Commission's May 25, 2000 Order, |tem 24.

FN35 Wl lians Rebuttal Testinobny at 2-4; Seelye Rebuttal Testinobny at 11; and L&RE' s
Post-Hearing Brief at 5-6.

FN36 Seel ye Rebuttal Testinony at 12-13.
FN37 Henkes Direct Testinony at 11-13.

FN38 For the specific operating expense accounts inpacted and the change in
allocation factors, see WIllians Rebuttal Testinony at 3 and WIlians Rebuttal
Exhi bit 1.

FN39 WIllians Direct Testinony, Exhibit 3, page 1 of 2. In its rebuttal testinony,
L&EE revised its cal culations and proposed an adjusted gas operations rate base of
$287,894,821. See WIlians Rebuttal Testinony, Revised Exhibit 3, page 1 of 2.

FNAO Henkes Direct Testinony, Schedule RIH3. In his brief, the AGrevised his
cal cul ati ons and proposed an adjusted gas operations rate base of $277,907,992. See
AG s Post-Hearing Brief at 4.

FNA1 Prisco Direct Testinony, Exhibit TIJP-2. However, the DOD used L&E' s rate base
"for calcul ati on purposes only' and did not advocate either rate base or
capitalization to determ ne the revenue requirements. The DOD revised its
calculations to reflect the pro forma adjustnments it supported in its direct
testinmony, and determi ned an adjusted gas operations rate base of $287,783,447. See
Response to the First Data Request of Conmmi ssion Staff to the DOD, dated July 5,
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2000, Itenms 1 and 2.

FNA2 Wllians Direct Testinony, Exhibit 3, page 1 of 2. Total gas utility plant in
service reflects gas plant in service, gas construction work in progress ("CWP),
gas stored underground -- noncurrent, 25 percent of conmon utility plant in service,
and 25 percent of conmon CW P.

FN43 Henkes Direct Testinony, Schedule RIH 3.

FN44 The following items were included in both LGE s and the AG s gas prepaynment
cal cul ations: prepaid insurance, prepaid taxes, prepaid gas franchises, prepaid real
estate conmm ssions, and prepaid rights-of-way. See LGXE Supporting Workpapers,
filed April 27, 2000, tab 16.

FN45 The Conmi ssi on has accepted the test-period allocation ratios used for the
prepai d i nsurance and the prepaid gas franchi ses.

FNA6 See Case No. 98-474, The Application of Kentucky Uilities Conpany for
Approval of an Alternative Method of Regulation of its Rates and Service, final
Order dated January 7, 2000, at 52 and footnote 134.

FNA7 LGEE s Post-Hearing Brief at 10.

FN48 LGE&E Supporting Workpapers, filed April 27, 2000, tab 2.

FN49 Henkes Direct Testinony, Schedule RIH 4.

FN50 Id. at 54.

FN51 Seelye Rebuttal Testinobny at 27-29.

FN52 The long-termdeferred credit bal ances included in the AG s proposal are
related to accunul ated Statenent of Financial Accounting Standard (' FAS') No. 106
post retirenment benefit expense accruals, accunulated internally funded pension
expensF accrual s, FAS No. 112 expense accruals, and workers conpensati on expense
accrual s.

FN53 Henkes Direct Testinmony at 20-22.

FN54 Seelye Rebuttal Testinony at 14.

FN55 This anmpunt reflects gas ADI T of $21, 021, 338 and gas ADI T associated with FAS
109 of $5,331,603. See Wllians Direct Testinmony, Exhibit 3, page 1 of 2.
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FN56 This anpunt reflects gas ADI T of $21, 793,472 and gas ADI T associated with FAS
109 of $5,441,680. See Henkes Direct Testinmony, Schedules RIH3 and RJH 5.

FN57 Henkes Direct Testinony at 14-18.

FN58 Seel ye Rebuttal Testinony at 13-14.

FN59 L&EE' s Post-Hearing Brief at 7-8.

FN6O 1d. at 8-9.

FN61 The SERP exclusion will also be reflected when the Commi ssion determnines the
rate base ratio to be used to determne LGRE s gas operations capitalization.

FN62 Wl Ilians Direct Testinony, Exhibit 2, page 1 of 2.

FN63 AG s Response to the First Data Request of Commission Staff to the AG dated
July 5, 2000, Item 3.

FN64 LGEE had indicated that it considered the common JDI C bal ance, a credit of $97,
to be immterial and did not allocate a portion of it to gas operations JDIC. See
L&E s Response to the Comrission's April 28, 2000 Order, Item43(d). Wile this
amount is imuaterial, it was readily identifiable in L&&E s financial reports. See
Application, Tab 35, Filing Requirement 6-r, Decenber 1999 Monthly Financial Report,
page 10.

FN65 Wl liams Direct Testinony, Exhibit 1, page 1 of 2.

FN66 1d. at 2 of 2. Subsequently, LGE accepted several of the AG s proposed
adj ustments which increased its adjusted net operating i ncone fromgas operations to
$8,526,123. See WIllianms Rebuttal Testinony, Revised Exhibit 1, page 1 of 2.

FN67 Henkes Direct Testinony, Schedule RIJH 8.

FN68 Al t hough the DOD proposed an adjustment to LG&E' s | abor expense, it failed to
make a correspondi ng adjustnent to payroll taxes.

FN69 Case No. 2000-137, which was consolidated with this proceeding by Order dated
May 19, 2000.

FN70 Kinl och Direct Testinmony at 34.
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FN71 Val ade Direct Testinony at 1.
FN72 Wllians Direct Testinobny at 8.
FN73 Prisco Direct testinmony at 5.

FN74 Case No. 8616, Ceneral Adjustnent in Electric and Gas Rates of Louisville Gas
and El ectric Conpany, Final Oder dated March 2, 1983.

FN75 Case No. 10064, Adjustnment of Gas and Electric Rates of Louisville Gas and
El ectric Conpany, final Order dated July 1, 1988.

FN76 Wl liams Direct Testinony at 9.
FN77 AG s Post-Hearing Brief at 10.
FN78 W lianms Rebuttal Testinony, Revised Exhibit 1, Schedule G page 1 of 4.

FN79 L&RE' s Response to the AG s Second Request for Information dated May 25, 2000,
Item 42, page 3 of 3; and L&E' s Response to the Conmi ssion's March 15, 2000 O der,
Item 37.

FN80 LGE&E' s Response to the Commission's May 25, 2000 Order.
FN81 Henkes Direct Testinony, Schedule RIH 16.

FN82 Prisco Direct Testinony at 6.

FN83 Henkes Direct Testinony, Schedul e RIH 16.

FN84 AG s Brief at 13.

FN85 Seel ye Rebuttal Testinobny at 25.

FN86 LGEE' s Post-Hearing Brief at 14.

FN87 T.E., Vol. | of 111, at 202.

FN88 Id., Vol. Il of III, at 177.
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FN89 LGRE' s Response to the Information Requested During the August 2 through 4,
2000 Hearing, Item 6, page 1 of 2.

FNOO 1d., page 2 of 2.

FN91 Wl lians Direct Testinobny at 10.

FN92 Prisco Direct Testinony at 6.

FN93 AG s Post-Hearing Brief at 11.

FN94 See final Order dated January 7, 2000 at 64.

FNO5 Wl lianms Direct Testinony, Exhibit 1, Schedule J.

FN96 Id. at 10.

FN97 AG s Post-Hearing Brief at 10.

FN98 Prisco Direct Testinony at 6.

FN99 Seel ye Rebuttal Testinony at 21.

FN100 LG&E' s Response to Item5 of the Information Requested During the August 2
t hrough 4, 2000 Heari ng.

FN101 Case No. 97-300, Joint Application of Louisville Gas and El ectric Conpany and
Kentucky Utilities Conpany for Approval of Merger, final O der dated Septenber 12,
1997.

FN102 Wl liams Direct Testinony, Exhibit 1, Schedul e K

FN103 Id. at 11.

FN104 Henkes Direct Testinony, Schedule RIJH 19.

FN105 WIlians Rebuttal Testinmony at 6 and 7.

FN106 Id. at 6.
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FN107 WIlians Rebuttal Testinony at 7.

FN108 AG s Post-Hearing Brief at 16.

FN109 See 807 KAR 5:016, Section 3.

FN110 T. E., Volunme |, at 215.

FN111 Id. at 11.

FN112 Seelye Rebuttal Testinony at 22.

FN113 Henkes Direct Testinony, Schedule RJH 14.
FN114 AG s Post-Hearing Brief at 11.

FN115 Prisco Direct Testinony at 6 and 7.

FN116 1d., DOD Exhibit TJP-8.

FN117 LG&E s Response to Item 88(c) of the Commission's April 28, 2000 Order.
FN118 T.E. at 213.

FN119 Wl lianms Direct Testinony at 11.

FN120 Henkes Direct Testinony, Schedule RJH 15.
FN121 1d. at 37.

FN122 LG&E' s Post-Hearing Brief at 22.

FN123 L&E' s Updat ed Response to the Conmission's March 15, 2000 Order, Item 38,
filed Septenber 1, 2000.

FN124 Henkes Direct Testinmony at 45.

FN125 LGE' s Response to Itens 9 and 10 of the Informati on Requested During the
August 2 through 4, 2000 Heari ng.
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FN126

FN127

FN128

FN129

FN130

FN131

FN132

FN133

FN134

FN135

FN136

FN137 LG&E s Response to the Conmi ssion's March 15, 2000 Order,

through 29. The total represents a summation of the anmpunts shown in colum (d) of

AG s Post-Hearing Brief at 15.

I d.
ld. at 27.
Henkes Direct Testinony, Schedul e RJH 20.

L&E s Post-Hearing Brief at 22 and 23.

ld. at 23.

WIllians Rebuttal Testinmony at 8.

AG s Post-Hearing Brief at 17.

T. E., Volune | at 217.

WIllianms Rebuttal Testinmony at 4.

L&E s Post-Hearing Brief at 25.

t he response.

Page 65

ltem 26, lines 2

FN138 LG&E' s Response to Informati on Requested During Hearings Hel d August 2-4,

2000,

FN139 LGE' s Response to the Conmi ssion's March 15, 2000 Order,

i nes

FN140

filed August 21, 2000, Item 19.

2 through 29.

Item 26, colum (h),

Test period allocations provided in LG&E s Response to the Conmission's April
28, 2000 Order, Item49(c). The determination of the test-period allocation to gas
operations is as follows:

Account No. 903024 $3, 345 X 44% = 1,472
Account No. 923100 $1, 046,959 X 18.9% = 197, 875
Account No. 925002 $37,299 X 18. 9% = 7, 050
Account No. 930208 $161 X 25% = 40
Tot al $206, 437
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FN141 LGE' s Response to Informati on Requested During Hearings Held August 2-4,
2000, filed August 21, 2000, Item 19.

FN142 LG&E s Post-Hearing Brief at 28.

FN143 AG s Post-Hearing Brief at 19

FN144 LG&E s Response to Informati on Requested During Hearings Held August 2-4,
2000, filed August 21, 2000, Item 18

FN145 LG&E states that it expects that it will incur outside |egal expenses in 2000
conparable to the amount incurred during the test period. See LGE s Response to
t he Conmi ssion's May 25, 2000 Order, Item 11(c). The Commi ssion notes that LGRE
provi ded no anal ysis supporting its statenent.

FN146 See LG&E s Response to the Conmission's April 28, 2000 Order, Item 49(a);
Response to the Conmission's May 25, 2000 Order, Item1ll1l(a); and LGEE s Response to
I nformati on Requested During Hearings Held August 2-4, 2000, filed August 21, 2000,
Item 19. The Commi ssion notes that, while not specifically requested, L&E could
have provi ded copies of the invoices supporting the outside | egal expenses when
trying to explain the nature of the services provided and how t hose expenses rel ated
to its gas operations.

FN147 Until LG&E provided the information requested at the public hearing, L&E |ead
the Conm ssion to believe it had spent $218, 874 securing the copyright and tradenark
registrations. See LGE s Response to the Commission's April 28, 2000 Order, Item
49(a) and L&E s Response to the Conmission's May 25, 2000 Order, Item 11(a).
However, LG&E now states that the total test period expense for this activity was
$1,139. See L&E s Response to Information Requested During Hearings Held August
2-4, 2000, filed August 21, 2000, Item 16. LG&E has only provided a general summary
of the other additional |legal work provided by this firm with no breakdown of the
remai ni ng $217,735. See LG&E s Response to Informati on Requested During Hearings
Hel d August 2-4, 2000, filed August 21, 2000, Item 19

FN148 LG&E s gas operations were allocated $51,500 related to the representation of
LGXE in Case No. 98-426 by outside counsel. Wile LGE s amended application in that
proceedi ng contai ned a proposal to freeze gas rates (a proposal that was rejected by
t he Conmi ssion), Case No. 98-426 dealt only with LG&E s el ectric operations.

FN149 Using the updated allocation rates provided in WIllianms Rebuttal Testinobny at
3, the deternination of the outside | egal expense exclusion is as foll ows:

Account No. 903024 $3, 345 X 45% = 1, 505
Account No. 923100 $1, 046, 959 X 22% = 230, 331
Account No. 925002 $37,299 X 22% = 8, 206
Account No. 930208 $161 X 23% = 37
Tot al $240, 079
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FN150 LG&E' s Response to Item 26(a) of the Conmission's May 25, 2000 Order.

FN151 Id. at lItem 26(c).

FN152 Wl lianms Direct Testinony, Exhibit 1, Schedule F.

FN153 Id. at 7.

FN154 Henkes Direct Testinony, Schedule RIH 4.

FN155 Id. at 54.

FN156 Application, Tab 31, Filing Requirenent 6-R page S-2, and L&GE s Response to
the Conm ssion's April 28, 2000 Order, Item 25(a).

FN157 WIllianms Direct Testinony, Exhibit 1, Schedule R

FN158 Id. at 13.

FN159 W liams Rebuttal Testinony, Revised Exhibit 1, Schedule R

FN160 LG&E' s Post-Hearing Brief at 24.

FN161 WIllianms Direct Testinony, Exhibit 1, Schedule S.

FN162 Id. at 13.

FN163 T.E., Vol. |, at 144.

FN164 Wl lianms Direct Testinony, Exhibit 1, page 2 of 2.

FN165 WIlians Rebuttal Testinony, Revised Exhibit 1, page 2 of 2.

FN166 AG s Post-Hearing Brief at 19.

Pro Forma | ncome Taxes $ 1,977,566
Less: Actual Income Tax Expense - 890, 568
I ncrease in Income Taxes $ 1,184, 905
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FN167 LG&E s Post-Hearing Brief at 26.

FN168 Wl lianms Direct Testinony, Exhibit 2, page 1 of 2.

FN169 |d.

FN170 Henkes Direct Testinmony, Schedule RJH2; Prisco Direct Testinony, DOD Exhi bit
TIP-9.

FN171 Weaver Testinony, Exhibit Carl G K. Waver Schedule 30; Prisco Direct
Testimony, DOD Exhibit TJP-9.

FN172 LG&E Supporting Workpapers, filed April 27, 2000, tab 15.

FN173 Case No. 98-426, June 1, 2000 Order, at 4-5.

FN174 LGE s Response to Information Requested During Hearings Held August 2-4,
2000, filed August 21, 2000, Item 14, page 2 of 2.

FN175 Id.

FN176 Rosenberg Direct Testinony at 7.

FN177 1d.

FN178 LG&E s Response to Item 53(d) of the Commission's Order dated April 28, 2000.

FN179 T.E., Volune |, at 108.

FN180 Rosenberg Rebuttal Testinmony at 27.

FN181 Weaver Testinony at 17-19.

FN182 1d. at 43-47.

FN183 Id. at 48.

FN184 Id. at 5-7.
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FN185 T.E., Volune I, at 60-62.

FN186 Rosenberg Rebuttal Testinony at 20-23.

FN187 Id. at 25-26.

FN188 \Weaver Testinony at 6-7.

FN189 Id. at 41-42.

FN190 Rosenberg Rebuttal Testinmony at 8-9. However, referring to Schedule 25 in
Weaver Testinony, 6 of the 36 CAPMresults do fall within the reconmended range.

FN191 Rosenberg Rebuttal Testinony at 14-16.

FN192 The gross up revenue factor recogni zes the inpact the overall revenue
deficiency will have on the provision for bad debts, the PSC Assessnent, state

i ncomre taxes, and federal taxes. The Conmi ssion's calculation of the gross up factor
foll ows the sane approach as LGE provided in WIlliams Direct Testinony, Exhibit 1,
Schedul e T. The Comm ssion used the sane rates as LG&E did, with the exception that
the Conm ssion's calculation reflects the nbst recent PSC Assessnment rate of 1.9510.

FN193 The normal i zed operating revenues reflect the inpact of L&GE s nost recent gas
cost adj ustnment.

FN194 Case No. 90-158-MV] The Notice of Purchased Gas Adjustnent Filing of
Louisville Gas and El ectric Conmpany, final Order dated July 18, 2000.

FN195 LG&E s Response to the Conmi ssion's March 15, 2000 Order, Item 33; and L&E' s
Response to the Conmission's May 25, 2000 Order, Item 5(b).

FN196 LG&E s Response to the Conmi ssion's March 15, 2000 Order, Item 33; and L&E' s
Response to the Conmission's April 28, 2000 Order, Item 39(c).

FN197 Case No. 98-426, January 7, 2000 Order, at 36.

FN198 LGE s Response to the Conmi ssion's May 25, 2000 Order, Item 5(b).

FN199 Seelye Direct Testinony, Exhibit 1 and 2.

FN200 Seelye Direct Testinony, Table 1.
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FN201 Seelye Direct Testinony at 14-17.

FN202 KIUC s Brief at 9.

FN203 Brown Kinloch Direct Testinony at 7.

FN204 Seel ye Rebuttal Testinony at 32-48.

FN205 Brown Kinl och Testinony, Exhibit DHBK- 3.

FN206 LG&E' s Post-Hearing Brief at 46-47.

FN207 T.E., Volune 1, at 301-302.

FN208 Brown Kinloch Direct Testinony at 12-13.

FN209 Seel ye Rebuttal Testinony at 40-44.

FN210 Brown Kinl och Testinmony at 11.

FN211 LGE' s Response to Informati on Requested During Hearings,

FN212 Seelye Direct Testinmony at 19.

FN213 Seelye Direct Testinmony at 27.

FN214 Brown Kinloch Direct Testinony at 20.

FN215 Id. at 25.

FN216 Id. at 23.

FN217 Seelye Direct Testinony at 31-34.

FN218 Brown Kinloch Direct Testinony at 32.

FN219 Seelye Direct Testinmony at 35.
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FN220 1d. at 35-36.

FN221 Seelye Direct Testinmony at 37.

FN222 Case No. 97-299, Application of Colunbia Gas of Kentucky, Inc., For Authority
to Permanently Adopt a Weather Normalization Adjustnment Mechanism final Order dated
Decenber 1, 1997.

FN223 Murphy Direct Testinmony at 9.

FN224 |d. at 12.

FN225 Id. at 15.

FN226 Farrar Direct Testinony at 5, 11, and 12.

FN227 T. E., Volume I, August 2, 2000, at 39, and LG&E s Response to the
Commi ssion's April 28, 2000 Order, Item 19.

FN228 See 807 KAR 5:001, Section 10(7) and (8).

ED TOR S APPENDI X
PUR Citations in Text

KY.] Re Delta Nat. Gas Co., Inc., 198 PUR4th 132, Case No. 99-176, Dec. 27, 1999.
KY.] Re Louisville Gas & E. Co., 119 PUR4th 431, Case No. 90-158, Dec. 21, 1990.
Ky.] Re Louisville Gas & E. Co., 180 PUR4th 476, Case No. 97-300, Sept. 12, 1997.

U S Sup.Ct.] Bluefield Water Works & Inmprov. Co. v. West Virginia Pub. Service
Conmi ssion, P.U R 1923D 11, 262 U.S. 679, 67 L.Ed.2d 1176, 48 S.Ct. 675 (1923).

U S. Sup. Ct.] Federal Power Conmi ssion v. Hope Nat. Gas Co., 51 PUR (NS) 193, 320
U S 591, 88 L.Ed.2d 333, 64 S.Ct. 281 (1944).

END OF DOCUMENT
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Re M ssouri Gas Energy
Case No. GR-96-285

M ssouri Public Service Comm ssion
January 22, 1997

APPEARANCES: Gary W Duffy, James C. Swearengen, Paul A. Boudreau, and Dean L.
Cooper, Brydon, Swearengen & England; P.C., 312 East Capitol Avenue, Post O fice Box
456, Jefferson City, Mssouri 65102, for Mssouri Gas Energy, a division of Southern
Uni on Conpany. Richard S. Brownlee, I1l, Hendren & Andrae, 235 East Hi gh Street,
Post O fice Box 1069, Jefferson City, Mssouri 65102, for WIlianms Natural Gas
Conpany. Jeremi ah D. Finnegan, Finnegan, Conrad & Peterson, 1209 Penntower Ofice
Center, 3100 Broadway, Kansas Cty, Mssouri 64111, for County of Jackson, M ssouri
Central M ssouri State University, and University of Mssouri-Kansas City. Janes M
Fi scher, Attorney at Law, 101 West MCarty Street, Suite 215, Jefferson City,

M ssouri 65101, and Susan B. Cunni ngham Attorney, Kansas City Power & Light
Conpany, 1201 Wal nut Street, Kansas City, M ssouri 64106, for Kansas City Power &
Li ght Company. Richard W French, French & Stewart Law Ofices, 1001 East Cherry
Street, Suite 302, Colunbia, Mssouri 65201, and Janes P. Zakoura, Smthyman &
Zakoura, Chartered, 7300 West 110th Street, Overland Park, Kansas 66210, for M d-
Kansas Partnership, and R verside Pipeline Conpany, L.P. Mark W Com ey, Newran,
Comey & Ruth, P.C , 205 East Capitol Avenue, Post O fice Box 537, Jefferson City,
M ssouri 65102-0537, for City of Kansas City, Mssouri. Victor S. Scott, Andereck
Evans, M| ne, Peace & Baumhoer, L.L.C , 301 East McCarty Street, Post Ofice Box
1483, Jefferson City, Mssouri 65102-1438, and Richard W Stavely, Attorney at Law,
257 North Broadway, Suite 200, Wchita, Kansas 657202-2318, for Muntain lron &
Supply Conpany. Bruce A. Dotson, Bruce A Dotson Law Firm 1124 Sout hwest Min
Street, Suite 203, Blue Springs, Mssouri 64015-3612, for Gas Service Retirees
Associ ation of Mssouri. Stuart W Conrad, Finnegan, Conrad & Peterson, 1209
Penntower O fice Center, 3100 Broadway, Kansas City, Mssouri 64111, for M dwest Gas
Users Associ ation. Douglas E. M chael, Senior Public Counsel, Ofice of the Public
Counsel, Post Ofice Box 7800, Jefferson City, Mssouri 65102-7800, for the Ofice
of the Public Counsel and the public. Jeffrey A Keevil, Deputy General Counsel
Penny G Baker, Deputy General Counsel, Thomas R Schwarz, Jr., Senior Counsel, and
Roger W Steiner, Assistant General Counsel, M ssouri Public Service Conm ssion
Post O fice Box 360, Jefferson City, Mssouri 65102, for the staff of the M ssour
Public Service Conmm ssion

Bef ore Zobrist, chairman, and McC ure, Kincheloe, Crumpton, and Drainer, (al
concurring), conm ssioners, and Luckenbill, adm nistrative |aw judge.

BY THE COWM SSI ON:

REPORT AND ORDER

Procedural History

*1 On March 1, 1996, M ssouri Gas Energy (MGE or Conpany), a division of Southern
Uni on Conpany (Sout hern Union), submtted to the Commssion tariff sheets reflecting
i ncreased rates for gas service provided to custoners in the Mssouri service area
of the Conpany. The proposed tariff sheets are designed to produce an annua
i ncrease of approxi mately 13.04 percent ($34,019,650) in the Conpany's revenues.
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On March 8, 1996, the Commi ssion issued an order and notice relating to the tariff
sheets. In that order and notice the Comm ssion did not suspend the tariff sheets
because they bore an effective date of February 1, 1997.

On March 11, 1996, the Conpany filed a cover letter acconpani ed by substitute
tari ff sheets. The cover letter states that the tariff sheets filed therewith are
identical to the tariff sheets filed on March 1, 1996 except for the proposed
ef fective date. The substitute tariff sheets bear a proposed effective date of April
3, 1996.

By order issued March 13, 1996, the Commi ssion suspended these tariffs for a period
of 120 days from April 3, 1996 plus an additional six nonths to February 1, 1997.
The Conmi ssion also established an intervention deadline of April 8, 1996.

On March 14, 1996, the Ofice of the Public Counsel (OPC) filed a request for |ocal
public hearings with the Commission. On April 19, 1996, OPC filed an anended request
for local public hearings with the Comn ssion.

By order issued March 21, 1996, the notion filed by M3 for a protective order was
granted. By order issued April 26, 1996, the Conm ssion established a procedural
schedul e. By order issued May 2, 1996, the Conmi ssion established the test year to
be the 12-nonth period endi ng Septenber 30, 1995, as updated through May 31, 1996.

By order issued on May 3, 1996 the Commi ssion granted the applications to intervene
of the following parties: Summit Builders, Inc., JKL Devel opment, Inc./Patterson
Peters Devel opnent, Inc., Wnterset Park, Inc., Patterson and Peters |and Conpany,
Inc., Parker-Jones Devel opnent, Inc., Longhorn Asset Managenent, Inc., Jim Robertson
Pl unmbi ng, Inc., Maple Tree Devel opnent, |Inc., MDM Devel opnent, Inc., Baldw n
Properties Inc., Savannah Devel opnent, Inc., Terra Land Devel opnment Conpany, Acuff-
Lutz hones Inc., Aartic lInvestnments, Inc., Peterson Conpani es, Cunberland
Properties, Inc., and Hunt M dwest Real Estate Devel opnent Inc. The Conmi ssion
ordered that these parties would be denom nated as the Kansas City Area Real Estate
Devel opers (Devel opers) for purposes of this proceeding.

By order issued May 3, 1996, the Conmm ssion required Mdwest Gas Users Association
(M3UA) to file a conplete and final |ist of those entities that intend to

partici pate under the auspices of M3UA and granted intervention to the Cty of
Kansas City, Mssouri (Kansas City); County of Jackson, M ssouri (JACOMD ;
University of M ssouri-Kansas City (UMKC); Central Mssouri State University (CVSU);
Local No. 53, International Brotherhood of Electrical Wrkers, AFL-C O (Union); Gas
Service Retirees' Association of Mssouri (GSRA); WIIlians Natural Gas Company
(WNG ; Riverside Pipeline Conpany, L.P. and M d- Kansas Partnership (R verside/M d-
Kansas); Kansas City Power & Light Conmpany KCPL); St. Joseph Light & Power Comnpany
(SJLP); Mountain Iron & Supply Conpany (Mowuntain Iron); UiliCorp United Inc., d/b/a
UtiliCorp Energy Services (UiliCorp); and MIAUA

*2 By order issued May 9, 1996, the Commi ssion granted the application of the Gty
of St. Joseph, Mssouri to participate out of time, wthout intervention.

By order issued May 24, 1996, the Conmi ssion anended the test year to the 12- nonth
peri od ending March 31, 1996, updated through May 31, 1996.

Pursuant to the order of the Conm ssion, |ocal hearings were convened on August 27,
1996 at St. Joseph, Mssouri and Kansas City, Mssouri. On August 29, 1996, a | ocal
heari ng was convened in Joplin, Mssouri.

By order issued July 26, 1996, the Conm ssion extended direct testinony relating to
i ssues other than rate design to August 9, 1996, extended direct testinobny on rate
design to August 19, set rebuttal for Septenber 26-27, and required MGE to provide
all response to data requests of the Conmission Staff (Staff) and OPC by July 30,
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1996.

By order issued August 30, 1996, the Conmi ssion directed that a true-up hearing be
hel d on Decenber 12, 1996

By order issued October 15, 1996, the Commi ssion withheld ruling on a notion by OPC
to dismss the case until after the evidentiary hearing. See Section II.A , infra.
In the same order, the Conmi ssion granted the notion to file supplenmental direct
testinmony filed by the OPC and granted the notion to file suppl enental direct
testimony and revised schedules filed by the Staff. The Comm ssion held an
evi dentiary hearing which comenced on Cctober 21, 1996 and continued to Cctober 25,
1996, and reconvened on October 30, 1996 and adjourned on October 31, 1996. On
Decenmber 12, 1996, the Commission held a true-up hearing in this proceeding.

By order issued Novenber 26, 1996, the Conmi ssion denied notions by M3E, the Staff
and OPC to extend the dates and linmts for the reply brief.

On Decenber 17, 1996, the Conmi ssion issued an order regarding a request for

out standi ng 'uncol l ectibles' information and anendi ng the procedural schedule in
Case No. GC-97-33 (a pending Staff conplaint against MGE). In that order the

Conmi ssion created a project team under the Executive Secretary's office to

i nvestigate the practices of MGE related to the use of alleged threatened or actua
di sconnection to encourage paynent from custonmers. The report fromthat
investigation is to be filed no later than January 31, 1997, in Cases No. GC- 97-33
and GO 95-177. Case No. G0 95-177 is a Staff investigation into the billing
practices of MZE

|. Stipulations and Agreenents

A. Stipulation and Agreenent Relating to an Experinental Watherization Program

On Cctober 30, 1996, MGE, the Staff, OPC and the City of Kansas Gty filed a
Stipulation And Agreenent in this proceeding relating to an Experinenta
Weat heri zation Program On October 31, 1996, the Conmission issued a notice to the
parties indicating that they had until Novermber 6, 1996 to indicate whether they
objected to the terms of the agreenent under 4 CSR 240-2.115. No party has indicated
any objection to the agreenent.

The agreenent provides that the Conpany w |l provide $250,000 annually for this
program so | ong as the Commission will include a $250, 000 anpbunt specifically for
the programin the revenue requirement in this case. The agreenment further provides
that the program should continue for a period of at |least two years from February 1,
1997. MCGE's obligation to provide the $250, 000 annual payment ceases when t hat
amount is no longer reflected in the rate level authorized by the Conmm ssion. The
agreenent provides that the programfunds will be admnistered by the City of Kansas
Cty, Mssouri under a witten contract between MGE and the City. MGE and the City
will consult with Staff and OPC prior to execution of the contract and its
subm ssion to the Conmission. Wiile it is experinental, the programwill be limted
to existing |l owinconme (as defined by the Ofice of Managenent and Budget (OWB)),
MGE residential custoners located within Cay, Platte and Jackson Counti es,

M ssouri .

*3 The programis intended to assist custoners through conservation, education and
weat herization in reduci ng use of energy and reduce the | evel of bad debt expense
experi enced by energy conpani es.

On January 3, 1997, the parties to the Stipulation And Agreement filed an anendment

to it. Under the amendnent, the date for the award of contract provided for in
paragraph 9 of the proposed tariff is extended from February 1, 1997 until My 1,
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The Conmi ssion has reviewed the agreenent and the portion of transcript relating to
t he agreenent. The Commi ssion is concerned about this proposal because the revenue
requi rement inpact of $250,000 is spread to all of MGE s custoners. The program will
directly benefit |low incone custoners in Platte, Cay and Jackson Counties only.
Despite the fact that sonme degree of cross- subsidization occurs under this program
t he Conmi ssion finds that inplenmentation of the agreenent between MEE and the City,
with active consultation by OPC, and particularly the Commission's Staff, will be
wort hwhil e insofar as this is an experinental program However, prior to
i mpl ement ati on of a program such as this on a permanent basis, evidence
denonstrating that the programbenefits all MGE s ratepayers must be produced to
justify the revenue requirement inpact.

G ven the above caveat, the Conmi ssion will approve the Stipulation And Agreenent
(Attachnent A) and the amendnent thereto (Attachnment B)

The Stipul ati on And Agreenent provides that approval thereof disposes of the issues
in Case No. GC-96-402. Thus, the Commission will order that Case No. GC-96-402 be
cl osed.

B. Stipulation and Agreenment on Cost of Service and Rel ated Revenue Shifts

On Cctober 30, 1996, the Staff, OPC, M3UA, UMKC and JACOMO filed a Stipul ati on And
Agreenent relating to cost of service and rel ated revenue shifts. (Attachnent C). On
Oct ober 31, 1996, the Commission issued a notice to the parties indicating that they
had until Novenber 6, 1996 to indicate whether they objected to the ternms of the
agreenment under 4 CSR 240-2.115. No party has indicated any objection to the
agr eenent .

| f approved by the Conmission, this Stipulation And Agreenent woul d resol ve issues
IV.A. 1., Allocation of Costs for Services, Meters and Regulators; |V.A 2.

ation of Costs for Mains; IV.A 3., Oass Cost of Service Results; and VI.B. 4.,
Rate I ncreases. Under the proposed Stipulation And Agreenent, if the increase
in MGE's revenue requirenent in the instant case were $6,096, 685, the residentia
custoners woul d bear $6, 054, 328 of such increase. (Ex. 159, p. 3, 11. 5-8, Sch. 1).
This woul d nean that residential ratepayers would fund 99. 31 percent of the revenue
requi renent increase. Under the proposed Stipulation And Agreenent, if the increase
in MGE's revenue requirenent in the instant case were $10, 096, 685, the residential
customers woul d bear $7,983,216 of such increase. (Ex. 159, Sch. 2). This would nean
that residential ratepayers would fund 79.07 percent of the revenue requirenent
i ncrease. Under the proposed Stipulation And Agreement, if the increase in MGE s
revenue requirenent in the instant case were $15, 040, 320, the residential custoners
woul d bear $10, 290, 789 of such increase. (Ex. 159, Sch. 2). This would mean that
residential ratepayers would fund 68.42 percent of the revenue requirenent increase.

*4 This situation occurs because the Stipulation And Agreenent calls for a revenue
shift to the Residential class. At a revenue requirenment increase in the anount of
$6, 096, 685, an anmount of $1,788,727 is shifted on to residential ratepayers. The
amount of the shift declines as the revenue requirenent increases. If the revenue
requi renent increase is greater than $6,096, 685, then the revenue shift to the
residential class decreases by one-fifth of the revenue requirenent increase above
$6, 096, 685, but not beyond the point where the shift to the residential class
becomes zero. The shift to the residential class becones zero at a revenue
requi rement increase in the ambunt of $15, 040, 320

The Conmission finds that it would be poor public policy to force residentia
ratepayers to fund nore than their previously allocated share of M3 s revenue

requi renent. The Conmi ssi on does not understand why the share allocated to
residential ratepayers of MEE' s total revenue requirement should change with varying
revenue requirenent results fromthe instant case.
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The Conmi ssion shall reject the Stipulation And Agreenent and finds that the
revenue requirenent increase shall be allocated anbng the customer classes on the
sanme basis as current revenues (i.e., 68.22 percent for Residential; 0.01 percent
for Unnetered Gas Lights; 21.22 percent for Snall General Service; 2.65 percent for
Large Ceneral Service; and 7.90 percent for Large Volune Service), as reflected in
the conpliance filing by Staff on January 17, 1997. The basis of the rejection of
the agreenent is that no conpelling evidence has been produced to justify the
residential shift as proposed in the Stipulation And Agreenment. In addition, the
Conmission is not inclined to increase the proportionate share of MGE s revenue
requi renent borne by residential custonmers in the face of poor service conplaints
heard in public testinobny. See, infra, |V.5.

1. Pending Mtions

A. Motion to Disniss on Basis that MGE Failed to Conply Wth Capital Structure
Condition in Case No. GV 94-40

On Septenber 27, 1996, Public Counsel filed a notion to dismss this case on the
basis that Southern Union failed to conmply with a capital structure requirenent to
which it had agreed in Case No. GW94-40. In that case, this Conm ssion approved the
acqui sition by Southern Union of all Mssouri properties previously owned by Wstern
Resources, Inc. (WRl) except for that portion of WRI's systemin and around Pal myra,
M ssouri. The stipulation and agreenent entered into by the parties was approved by
t he Conmi ssion and provi ded:

Sout hern Uni on agrees not to inplenent a general increase in non-gas rates unti
Sout hern Union has attained a total debt to total capital ratio which does not
exceed Standard and Poor's Corporation's Uility Financial Benchmark ratio for the
| owest investnent grade investor-owned natural gas distribution conpany at the tine
a general rate increase case is filed. Southern Union agrees to attain this tota
debt to total capital ratio within three years of the closing date of the subject
transaction in order to be in conpliance with this Unani nous Stipul ati on and
Agr eenent .

*5 The dispositive issue is whether the trust-originated preferred securities

(' TOPrS') issued by Southern Union Financing Conpany | (SUFlI) is to be considered
debt or equity. The TOPrS issued by SUFI is backed by a note that Southern Union

i ssued to SUFI. The dividends on the TOPrS can be deferred for a period up to five
years. |f the dividends are not paid at the end of five years, then the trustee can
call the note against Southern Union. The interest paid by Southern Union to SUFI on
the note is tax deductible to Southern Union

The Conmission finds that the TOPrS i ssued by Sout hern Union Financi ng Conpany |
constitutes the creation of equity, not debt, with respect to Southern Union
Ther ef ore, Sout hern Union has denonstrated conpliance with the Stipulation And
Agreenent in GV 94-40, and it is entitled to inplenent a general rate increase in
this case. The Conmmission finds the Staff's testinony, as well as M3E s testinony,
per suasi ve whi ch shows that Southern Union conplied with the intent of the capita
structure requirenent from Gw94-40. (Ex. 76, p. 28, 1. 14; p. 29, 1. 10).

By its order issued January 7, 1997, the Commi ssion has taken official notice of a
press rel ease i ssued October 21, 1996 by the Federal Reserve Board and the public
contents of an internal Federal Reserve Board nenmorandum dealing with preferred
shares of this type. (Attachnent D). The press rel ease announced that the Federa
Reserve Board has all owed bank hol ding conpanies to treat these kinds of preferred
securities as equity, and the nmenorandum sets forth the technical reasons supporting
t he deci sion.
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On January 14, 1997, OPC filed an hjection And Response To Order Taking Oficia
Notice OF Docunents, arguing that the Conmi ssion erred by taking official notice of
the press rel ease and the nmenmorandum On January 17, 1997, MGE filed a reply to
OPC s objection

The Conmission did not err by taking official notice of the Federal Reserve Board
docunents. First, these are public records. Second, the treatnent of the TOPrS
securities as debt or equity is a technical matter within the Comm ssion's
speci al i zed know edge, and the Commi ssion is enmpowered by statute to deternine
financial issues of the conpanies it regulates. See Section 393.200, R S. M.
(1994). Third, the Conmi ssion gave parties a reasonable opportunity to show that
taki ng notice of the docunents woul d not be proper. Even w thout considering the
Federal Reserve docunents, the Commi ssion woul d have reached the sane concl usi on
based on Staff's and MGE's testinony in this proceeding.

B. MGE's Mdtion For Variance From Protective O der

On Cctober 17, 1996 MGE filed a Mtion For Variance From Protective Order. MEE
states that certain requests were made of MGE at the | ocal public hearings in this
proceeding to provide additional information regarding some of the custoners who
testified at the I ocal public hearings. M3E states that it does not wish to send
custoner-specific highly confidential information to other parties, since the
customers involved did not indicate that they wanted the details of their bills
distributed to other parties. M3E requests a waiver fromthe terns of the protective
order which would allow it to refrain from providing copies of the highly
confidential portion of the summary report to the other parties in this proceeding.
The Conmission finds that MGE's notion is reasonable and will grant it.

*6 C. MEE's Motion For Adm ssion of Supplenment to Exhibit

On January 3, 1997, MGE filed a nmotion for adm ssion of a Suppl enent to Exhibit
111. The Supplenent relates to testinony given at |ocal public hearings. No party
has filed a response to the notion

The Commi ssion finds that the notion is reasonable and will order that the
Suppl emrent to Exhibit 111 be received into the record.

D. MGE's Mdtion For Adm ssion of Revised True-Up Reconciliation

On January 6, 1997, MGE filed a Mdtion For Admission O Late-Filed Exhibit. MGE
attached a revised reconciliation dated January 3, 1997 to the notion. MGE recites
the fact that there have been unreconcil ed revenue differences existing at the
evidentiary hearing in October, 1996, and at the true-up hearing in Decenber, 1996.
MEE states that it believes it has | ocated the source of the discrepancy. MGE
suggests that it supplied certain erroneous information in responding to a data
request regarding bills and usage in the Small General Service class.

On January 7, 1997, Staff filed a response to MEE's nption, requesting that the
Conmi ssion deny MGE's notion on the basis that to grant it would be the sane as
reopening the record and this would violate 4 CSR 240-2.110(10).

On January 9, 1997, OPC filed a response to MGE's nmpotion. OPC concurs with Staff
that it is too late in the proceeding to adnit MGE s revised reconciliation

On January 10, 1997, MGE filed a reply to Staff and OPC. MGE requests that the
Conmi ssion order Staff to performan expedited audit on the new MGE nmaterial to
determ ne its accuracy.

On January 10, 1997, Staff filed a revenue requirement scenario. General note no. 3

states that if the Comni ssion accepts MGE s position on the unreconciled difference
matter, then the revenue requirenent calculations are correct as shown.
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The Conmission will deny MGE's notion and not allow the revised true-up
reconciliation into the record at this late stage in this proceeding.

I1l. Late-filed Exhibits

Exhi bits 113, 114, 115, 116, 117, 120, 163, 163HC, 164, 171, 172, 173, 174, 179 and
179HC were filed after the close of the evidentiary hearing in this case. These were
filed at the direction of the bench. Counsel were afforded a ten-day period in which
to file an objection to the adm ssion of these exhibits.

On Decenber 2, 1996, Riverside/Md-Kansas filed a notion to strike a portion of
late-filed Exhibit 172. Riverside/ M d-Kansas requests that the portion begi nning
with page 3, line 7, through the bottom of page 4, be stricken, because it goes
beyond the information requested by Comm ssioner Crunpton.

On Decenber 10, 1996, MGE filed a response to the notion to strike. MGE argues that
all of late-filed Exhibit 172 is responsive to Conmi ssioner Crunpton's request.

The Conmission finds that all of Exhibit 172 is responsive to Conmi ssioner
Crunpton's request. The Conmission will deny the notion to strike.

The Conmi ssion has received no objections to the receipt of the late-filed exhibits
ot her than the objection of Riverside/ M d-Kansas di scussed above.

*7 Late-filed Exhibits 113, 114, 115, 116, 117, 120, 163, 163HC, 164, 171, 172,
173, 174, 179 and 179HC shall be received into the record.

Fi ndi ngs of Fact

The M ssouri Public Service Conm ssion, having considered all of the conpetent and
substanti al evidence upon the whole record, makes the follow ng findings of fact.

| . Revenue Adjustnents
A. Weat her Nornmalization Adjustnent

This issue concerns the appropriate period of tine to use for the purpose of
establishing 'nornmal' tenperatures in the context of setting rates for MGE. MGE
advocates the use of ten years of data ending March 31, 1996. Staff advocates the
use of 30 years of data (1961 through 1990). Public Counsel agrees with the Staff on
this issue.

MEE wi t ness Cunmi ngs nmaintains that the ten-year average of Heating Degree Days
(HDD) conpil ed by the National GCceanographic and At nmospheric Adm nistration (NOAA)
better reflects the tenperatures experienced in recent years and is not influenced
by several consecutive cold winters which occurred many years ago and have not
repeat ed thenselves. (Ex. 9, p. 8). Dr. Cunmings perfornmed an anal ysis where he
cal cul ated the nedi an tenperatures over the last ten and fifteen years and he
concluded that the ten-year neasure is nore representative of recent years
tenperatures than the use of the 1961-1990 neasure. (Ex. 9, p. 9). The reason for
this result is that there were some winters with extrenely cold tenperatures a
nunber of years ago that are reflected in the 30-year neasure, and these extrenes
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have not repeated thenselves in the |ast decade. (Ex. 9. p. 10).

Staff maintains that the Comni ssion should use the 30-year neasure of norma
tenperatures published by NOAA, which are based on properly adjusted nonthly Heating
Degree Day data fromthe FAA weather stations at Kansas City International Airport
and the Joplin Airport. Staff argues that the 30-year average is the nore proper
nmeasure of 'nornmal weather' rather than the ten-year noving average proposed by the
Conpany. NOAA's 30-year normal averages are conpiled i ndependently of the regul atory
process and are set for a period of ten years at a time after each decade of data
can be anal yzed. The cal culations of 'nornals' are done only once every ten years
because they require a substantial effort and comm tnent of NOAA' s resources. The
publ i shed normal s used by Staff remain the same for those ten years until another
decade's worth of data is collected and anal yzed by NOAA.

Staff believes that the 30-year period utilized by NOAA is necessary to constitute
a normal period. This period is |long enough to conpensate for shorter-termcycles
that may be present in the data, while not being so long that historical conditions
whi ch are no | onger relevant night influence the cal culations of nornmals. Staff
mai ntai ns that the use of a ten-year noving average as proposed by MGE results in
great fluctuations of 'normals' which has no place in setting rates on a forward-
| ooki ng basi s.

*8 The Conmi ssion finds that NOAA's 30-year normals is the nore appropriate
benchmark. The ten-year noving average woul d needl essly cause frequent rate changes
based on the introduction of new data every year. |If one takes MGE's argunent to its
| ogi cal extrene, the Conmi ssion would use the npbst recent year's experience in MGE's
service territory and re-set rates each year. This could lead to serious financial
problens for MGE if its rates were set after a record-setting cold year. In
addition, the data upon which Staff's recommendati on i s based has gone through the
processes established by NOAA to ensure the best data possible. This safeguard is
not present in M3E s approach

B. Economni c Devel opment Di scounts

OPC nai ntains that the Conmi ssion nust inpute the full level of revenues based on
the Large Vol une contract rate. OPC bases this position on the tariff |anguage
contai ned on MGE's Sheet 74, which states:

Prior to any deternination of the Conpany's revenue requirenent for rate making
pur poses before the Commi ssion, test year revenues shall first be adjusted to the
[ evel corresponding to that which woul d be produced under the standard Large Vol unme
contract rate schedule with respect to the custoners qualified for service
her eunder .

OPC mai ntains that this |anguage precludes Staff and MGE from naking their
recomended adj ustnent that has the effect of having ratepayers fund approxi mately
25 percent of the anobunt of econonic devel opment di scounts.

This issue is the extent to which MSE s sharehol ders shoul d bear the cost

associ ated with discounted rates which MGE offers under MGE's econoni c devel opnent
rider. The cost associated with discounted rates neans the anount of revenue forgone
by MGE by not charging the full tariffed rate, assuming that the custoner would have
had the sane usage even if MGE had charged the full tariffed rate. In this
particular matter, MGE has agreed with Staff that the shareholders will absorb
approxi nately 75 percent of the cost, |eaving about 25 percent or $9,500 to be borne
by the ratepayers.

The Conmi ssion finds that the | anguage of Tariff Sheet 74 does not preclude such an
adjustment to test year revenues after those revenues are adjusted to the standard
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| arge volune contract rate. The Conmission finds that test year revenues in this
rate case should reflect the assunption by Southern Union's sharehol ders of 75
percent of the forgone revenue resulting fromdiscounts fromthe maximumtariffed
rate for custoners served under the econoni c devel opnent rider. G ven the econonic
benefits which accrue to the custonmer base as a whole, it is proper for the

rat epayers to shoul der 25 percent of the forgone revenue resulting fromdiscounts
fromthe maximumtariffed rate for custoners served under the econonic devel oprent
rider.

C. Del ayed Paynment Revenue

Del ayed paynent revenue is the anmount of revenue collected by MGE as a result of
sonme custoners not paying their bills on tine and incurring the two percent late
paynment fee. The issue appears to be whether the Commi ssion should assunme a direct
rel ati onshi p between the authorized revenue requirement and del ayed paynent revenue.

*9 MGE's position is that there is a direct relationship between the revenue

requi renent and del ayed paynent revenue. The Staff's position is that no such direct
rel ati onship exists. The Commi ssion finds that MGE has nmet its burden of proof on
this issue. The Conmi ssion finds M3E witness Cumrings' testinmony to be particularly
persuasive on this point. Dr. Cummings testified in rebuttal testinony:

Once the authorized overall revenue increase is deternined, 0.3098 percent of the
aut hori zed increase should be presunmed to be recovered through del ayed paynent
revenue, thus serving as an offset to the amount that nust be recovered through base
rates. The rate of 0.3098 percent is the portion of the Conpany's revenue that was
derived fromlate paynment charges for the year ending March 31, 1996. For exanpl e,
if a $30 million revenue increase is authorized, nonthly base rates shoul d be
desi gned to recover $29,907,060, or 99.6902 percent of the authorized total revenue
i ncrease. (Ex. 9, pp. 3-4).

The Staff has not submitted persuasive testinmony to counter the proposition that
del ayed payment revenue would remain a constant 0.3098 percent of the Conpany's
revenue. Therefore, the Comm ssion finds that MGE's position is correct on this
i ssue.

D. Fl ex Revenue

Staff and OPC have reconmmended an adjustnent of $97,543 which represents the

di fference between the full-tariffed rate and the actual decreased or 'flex' rates
charged to seven custoners to provide natural gas service. M3E requests that the
rat epayers pay for the difference, arguing that keeping these seven | arge-vol une
custonmers as revenue contributors benefits all ratepayers. If the Conm ssion found
in favor of Staff and OPC on this issue, the effect would be to force the
sharehol ders of MGE to fund the 'discounts' provided to these custoners.

MEE' s tariff provides:

The Conpany may fromtinme to tinme at its sole discretion reduce its charge for
transportati on service by any anmount down to the mininumtransportation charge for
custoners who have alternative energy sources, which on an equival ent BTU basis, can
be shown to be | ess than the sum of the Conpany's transportation rate and the cost
of natural gas available to the customer. Such reductions will only be permtted if,
in the Conmpany's sole discretion, they are necessary to retain or expand services to
an existing custoner, to re- establish service to a previous custonmer or to acquire
new customers. The Conpany will reduce its transportation rate on a case by case
basis only after the custoner denonstrates to the Conpany's satisfaction that a
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feasible alternative energy source exists. If the Conpany reduces its transportation
charge hereunder, it may, unless otherw se provided for by contract upon 2 days
notice to the customer, further adjust that price within the rates set forth above.

Thi s | anguage nakes it clear that MGE has the authority to flex down charges for
certain customers but the tariff does not affect ratemaking treatnent.

*10 The Conmi ssion recogni zed the regulatory probleminherent with 'flex
provisions in its decision in Case No. GR-95-160. In that case, the Conm ssion
st at ed:

The Conmission is fully aware of the obstacles faced by the natural gas utility
industry in a post-636 conpetitive environnment. In order to provide a reasonable
opportunity to respond to conpetitive pressure, within the bounds of the regulatory
structure, the Commission will reject the tariff proposal of the Staff and all ow
United Cities to file a substitute tariff in accordance with the foll ow ng
standards. The Commission will allow United Cities to negotiate and perform
transportation contracts with rate flex sufficient to retain economcally worthwhile
custoners on the system wi thout causing subsidization by the remai nder of the
ratepayers. United Cities nay flex its tariffed transportation rate to neet
conpetition, but nust recover all variable costs plus a reasonable contribution to
its fixed costs during the course of the contract. United Cities executes and

perfornms under such contracts at its own risk. Al transportation contracts will be
t hor oughl y exanmi ned and reviewed in any subsequent rate case or PGA/ ACA proceeding
to determ ne whether the contract neets the above standard. United Cities will be
expected to show substantial and conpetitive evidence of inmmnent by-pass by the
transportation customer and will, in addition, be required to show that the

contracted rate satisfies the requirement to collect no | ess than the variable costs
attributable to the particular transportation custoner plus reasonable contribution
The Conmi ssion woul d enphasi ze that transactions involving non- regulated affiliates
will be scrupul ously reviewed for determ nation as to whether all parties acted at
arns [sic] length, and rates were flexed down no further than required to neet the
rel evant conpetition. Comparison of the affiliates' contract terms with terns

cont enpor aneously available in the market will be probative of the arns [sic] |ength
nature of actions. The Commission's review will be conducted with the understandi ng
that the Conpany bears the burden of proof with regard to the prudency [sic] of its
actions and that inappropriate transactions will result in the inputation of revenue

to United Cities. The Conmi ssion would not that, upon prima facie showi ng by another
party that a transportation contract was fl exed down below the full tariffed rate,
United Cities will be required to show by full, conplete, substantial and conpetent
evi dence that the arrangenent 1) was necessary to avoid inm nent bypass, 2) recovers
variabl e costs plus a reasonable contribution to fixed costs, and 3) in instances
involving affiliates, was at arns [sic] length and flexes rates no | ower than
necessary to neet relevant conpetition

The Conmission will apply this standard to MGE in future rate cases. The Conm ssion
will clarify, however, that the avoi dance of 'inm nent by-pass' includes the |oss of
a custoner because of a conpetitive alternative.

*11 The facts of the current case present a difficult decision to the Conm ssion

On the one hand, MGE has no current information showi ng an analysis of why it was
necessary to flex down in order to retain these seven custoners on the system On
the other hand, Staff has assuned that these seven custoners would remain on MGE s
system and pay the full tariffed rate and consune the sane amobunt of gas if MGE had
charged the full tariffed rate. MGE bears the burden to prove that its proposed rate
increase is justified. However, the Staff is trying to apply a standard to MGE
previously unknown to it. G ven these facts the Conmission will order that the
revenue requirenent set in this case reflect 50 percent of the proposed adjustnent.
Since 100 percent of the proposed adjustment is $97,543, the Conmi ssion will order
an adj ustnment of $48,771.50. This will result in sharehol ders and ratepayers sharing
equal ly the forgone revenue that would have been collected fromthe seven custoners

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



Attachment DTE 1-2 (2)

PUR Slip Copy Page 11
(Cite as: 1997 WL 233139 (Mo.P.S.C.))

on an equal basis.

Inits next rate case, MGE should provide a current analysis of why it was
necessary to flex down to retain the custoners. Staff should review that analysis
and make its own determination of whether the flexdown was necessary to retain the
customers. Staff should also verify that the flexdown arrangenment recovers the

vari abl e costs associated with serving the custoners along with a reasonabl e
contribution to fixed costs.

E. O her Revenue Adjustnents

It appears fromthe hearing nmenorandum that the Conm ssion's decision on issue |.A
(Weat her Normalization) will resolve this category.

I1. Expense Adjustnents

A. Starting Point

The briefs are silent on this matter. The heari ng nenorandum and MGE testi nony
state that MGE accepts the expenses included in Staff's Septenber 13, 1996
accounting run as its starting point for purposes of updating the Conpany's initia
filing to the Comni ssion ordered test year in this case. (Ex. 52, p. 3).

The Conmi ssion does not discern a contested i ssue based on the hearing menorandum
and briefs.

B. Payroll

~The hearing menorandum states that the Staff believes this is no longer a contested
i ssue.

C. Payroll Taxes

~The hearing menorandum states that the Staff believes this is no longer a contested
i ssue.

D. Pensions and Benefits

1. Medical Costs -- Active Enpl oyees

The hearing nmenorandum states that MEE accepts Staff's pro forma expense based on
actual clainms paid, as corrected based on the update to Staff Data Request No. 285.
(Ex. 34, pp. 8-9, Ex. 35, pp. 17-22). Thus, there does not appear to be a
controversy regarding this issue.

2. Medical Costs -- Retirees
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a. Recognition of Gains and Losses

The parties disagree regarding the appropriate method for anortizing actuaria

gains and | osses with respect to pension and postretirenent benefits other than
pensi ons (OPEBs) under Financial Accounting Standards 106 (FAS 106) and 87 (FAS 87).
Al though this is an issue of first inpression for the Conm ssion, the Conm ssion has
approved three settlenents where the treatnent recomended by Staff in this
proceedi ng was used. [FN1]

*12 The Staff recommends that gains and | osses under FAS 87 and FAS 106 be
anortized to expense over five years. MGE advocates use of a 'corridor' approach,
where up to 10 percent of the unrecogni zed net gain/loss balance is ignored (not
anortized) in calculating FAS 87 and FAS 106.

The Conmi ssion finds that MGE shoul d recognize gains or losses in its pension and
OPEB accounts, and anortize those gains/|osses over five years. The Conmi ssion does
not accept the corridor approach recomrended by MGE. The Commi ssion finds MGE' s
' consi stency' argument not persuasive since the recomrendations of Staff and MGE are
each all owed by the Financial Accounting Standards Board, and since this Conm ssion
has never addressed this issue before for any utility and certainly not for MGE, it
is absurd for MGE to argue that rejection of its position would be inconsistent. In
fact, adoption of MGE' s position would be inconsistent with the treatnent of other
M ssouri utilities. In addition, although Section 386.315, R S.M. relates to the
Conmi ssion's treatment of FAS 87 and FAS 106 expenses, the statute does not require
that the Commi ssion give utilities the nost |iberal ratenaking treatnment possible
and adopt the nobst anti-ratepayer construction of the Financial Accounting
Standards. As pointed out by the Staff, M3E does not have the conpetitive price
pressures of other firnms that nust abide by the FAS standards. MZE, so far, enjoys
the benefit of a nonopoly for the provision of natural gas service to a |l arge area
of Mssouri. MGE's attenpt to shield the gains in its pension investnments by use of
the corridor approach is not warranted, and Staff's position will be adopted.

b. COLI Anortization

The Conmi ssion approved MEE' s use of a COLI programto fund a portion of its OPEB
costs in docket GO 94-255. (3 MPSC3d 203 (1994)). The COLI program provi ded a nethod
of financing OPEB costs based on conbining the growth in value of whole-life
i nsurance policies on enployees, |oans against such policies, and deduction of
i nterest on such |loans for 1 ncone tax purposes. The federal government has now ended
the i nconme tax deductions for these progranms, which elimnates their viability as a
fundi ng mechani sm for OPEB expenses.

The Staff and MEE agree that the program should be concl uded. MGE proposes to
anortize these costs to rates over a three-year period, and to accunul ate interest
on the unanortized bal ance, for an annual expense of $465,924. (Ex. 37, p. 3).

OPC contends that the COLl costs should be anortized over 197 nmonths to be
consistent with the historical treatnment of COLI as part of the FAS 106 cost. (Tr.
182, 11. 10-17). This would result in the anortized expense related to COLl at an
annual |evel of no nore than $133,000 rather than the $466, 000 proposed by MZE. (Ex.
44, p. 16, 11. 13-16).

Staff proposes that this expense should be anortized over a period of five years,
for an annual expense of $249,274. Staff maintains that its proposal is consistent
with typical PSC treatnment for other unanticipated events, for which accounting
authority orders are granted. Staff maintains that the elimnation of the tax
provi si ons which drove COLlI is an unanticipated event and should be treated Iike any
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such simlar occurrence. Staff nmamintains that a five-year anortization without
accrual of interest adequately bal ances between the ratepayers and the sharehol ders
t he unanti ci pated expense of concluding the COLI program

*13 The Commission finds that it is reasonable for the expenses related to the
conclusion of the COLl programto be anortized over a five-year period as
recomended by Staff.

3. Pensi ons

MGE and Staff differ on whether to use the 'corridor' approach for unrecognized
pension plan | osses or to anortize themover five years. M3E proposes the corridor
approach while the Staff recommends a five-year anortization

For the reasons stated above in Section Il.D.2., the Comm ssion finds Staff's
position to be the nobst reasonabl e.

4. Long TermDisability

MZE decided to not pursue this issue. (Tr. 166).

E. Injuries and Damages

This issue involves determ ning the |Ievel of workers' conpensation, autonobile
liability and general liability expense for the purpose of establishing MGE' s rates.
MEE's position is that the test year expense |evel should include the total anpount
of | osses which have been incurred by it. This anmount includes not only paid | osses,
but al so anpbunts whi ch MEE has accrued to pay | osses whi ch have occurred, but for
whi ch paynent is yet to be nmade. MGE witness WIlson testifies that the 'vast
majority’ of such clainms are known and the total anmount of the | oss paynents are
nmeasurabl e. Using historical |oss experience, MGE believes it can reliably determ ne
the | osses for the comng year. (Ex. 46, pp. 7-8).

MZE' s approach to this issue is not tenable because it would include paid | osses,
as well as incurred but not paid | osses. MeE's proposal is also not appropriate is
because it assunes that WRI's experience is valid for estimating MaE's |ikely
experience. The Conmission is not inclined to assune that WRI and MGE are so sinilar
that WRI's expense experience should affect the | evel of injuries and damages
expenses for MGE. Also, MGE relies on Southern Union's |loss history from Texas in
estimating the level of losses ME will have in Mssouri. The reliance on this data
is not appropriate because | oss experience is influenced by the | egal systemin
various states and, for natural gas conpanies, the level of activity in the area of
safety |ine replacenents.

The Conmi ssion finds that the approach utilized by Staff is the npost reasonabl e one
presented because it relies on the actual historical experience of M3E while
operating in the State of M ssouri.

F. Fleet Leases

Based on the true-up reconciliations (Exhibits 177 and 178), the Conmm ssion
determ nes that the parties have resolved this issue.
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G Reorgani zation Costs

MZE proposes that the costs of the permanent elimnation of enpl oyee positions be
anortized over three years. MEE maintains that ratepayers will experience a benefit
by the elimnation of these enployee positions because payroll expense has been
reduced in this case. (Ex. 34, p. 10; Ex. 52, p. 7).

Staff is opposed to increasing cost of service for a three-year anortization of
severance packages given to enployees terninated through a corporate reorganization
because this treatnent would constitute retroactive ratemaki ng and Sout hern Union's
shar ehol ders have al ready been conpensated through reduced payroll expenditures
resulting fromthe termnations. (Ex. 26, p. 2).

*14 OPC maintains that MGE's three-year anortization of severance paynents incurred
to reduce the nunber of enployees should be elimnated fromthe prospective cost of
servi ce because MGE has already recovered these costs fromthe savings resulting
fromthe reduction in the nunmber of enployees. In fact, OPC s evidence shows that
the savings to MGE fromthe tine the severance occurred to the tinme the rates in
this case go into effect are greater than the accrued costs of the severance. (Ex.
42, pp. 23-25).

The Conmission finds that MGE' s position is based upon fallacious reasoning. It is
appropriate that prospective rates will be set on recently avail abl e payrol

expense. MGE overl ooks the substantial cash flow savings that it has achieved by
term nating the enpl oyees. OPC s evidence shows that Southern Union's sharehol ders
have al ready received nore than the severance costs in ternms of reduced payroll. The
rates that MGE has been charging are premi sed on a payroll |evel higher than that
which it currently has, so it has profited by the decreased nunmber of enpl oyees.

MZE's position would have the Conmi ssion assune that nminimzation of payroll is the
par amount goal of providing utility service. This assunption is wong. It is
essential that MZE provide the best possible utility service per dollar spent by
ratepayers. As with any business there is a narginal benefit to ratepayers for the
| ast dollar spent to provide service. The Conmi ssion has not seen evidence in this
proceedi ng to suggest that MGE has achi eved a proper bal ance between margi nal costs
and margi nal revenues for the ratepayers of Mssouri.

The Conmi ssion finds that MGE s sharehol ders have al ready received nonetary
conpensation through the reduction in payroll expense. The Commission will not allow
MZE to charge ratepayers the costs associated with enpl oyee severances where MGE has
al ready recovered those costs.

~The Conmi ssion finds that the position of Staff and OPC is nost reasonable on this
i ssue.

H. Adverti sing

Staff and MGE are in agreenent regardi ng the anount of advertising expenditures
made by MGE to be included in rates. However, OPC believes nore of the advertising
expenses incurred by MGE during the test year should be excluded fromrates.
Specifically, Staff and MGE agree that $16,629 of MGE s advertising expenses shoul d
be excluded fromrates, but OPC believes that $48, 074 should be excluded, a
di fference of $31,445. (Ex. 174).

The controversial advertising expenditures are broken into six distinct groups by
OPC. The first itemfor which OPC proposes disallowance are charges from Smth
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Grieves & Conpany relating to billing inserts for the Nei ghbors Hel pi ng Nei ghbors
Program OPC classified this advertisenment as institutional and proposes
di sal | owance of $4, 957.69 of associ ated cost.

MZE argues that the Neighbors Hel pi ng Nei ghbors program provides a direct benefit
to ratepayers and thus, should be allowed in rates.

The Conmi ssion finds that the advertising costs associated with the Nei ghbors
Hel pi ng Nei ghbors program should be allowed in rates. Wth cutbacks of federa
funding to help low incone users of natural gas prograns |ike Nei ghbors Hel pi ng
Nei ghbors are increasingly inportant. Because it is in the interest of al
rat epayers generally to assist |ow incone users of natural gas, the Conm ssion wll
allow gas utilities to pass through a reasonable | evel of costs to the ratepayers to
subsi di ze the exi stence of prograns designed to benefit [ow incone users of natura
gas.

*15 The second item for which OPC reconmends disallowance is a duplicate charge
fromSmth Gieves & Conpany in the anpunt of $4,546.57. Staff failed to renpve this
duplicate charge but Staff witness O Keefe, during cross- exam nation, admtted that
t he duplicate charge should be renmoved. (Tr. 304, 11. 2-18).

The Conmi ssion finds that the revenue requirenent set in this case should reflect
renoval of the duplicate charge in the anmbunt of $4,546.57 fromSnmith Gieves &
Conpany.

The third itemfor which OPC recommends di sall owance is the cost of advertising for
the public relations nanager in the anpunt of $833.45. The Conmi ssion finds that
such cost should be allowed in rates because this position is no longer in the
Community Rel ations Departnent. (Tr. 319).

The fourth item for which OPC recomends disall owance is the cost of brochures,

fol ders, brochure holders and | aser sheets from TNT, Inc. in the anount of

$16, 862. 93. OPC recommends di sal | owance of seven-eighths of the TNT, Inc. costs
because seven of the advertisements were pronotional in nature, while one related to
safety. (Ex. 55, p. 25, 11. 25-30).

Staff had excluded four-fifths of the TNT, Inc. advertisenents and left in the cost
of service the advertisenment holders. (Ex. 55, p. 25. 11 22-25). However, during
cross-exam nation, Staff witness O Keefe stated that OPC s proposed seven-ei ght hs
adj ustment was correct and should be adopted. (Tr. 308, 11. 3-8).

The Conmission finds in favor of OPC on this issue because seven-eighths of the
cost of brochures, folders, brochure holders and | aser sheets from TNT, Inc. are
pronotional in nature.

OPC recommends a di sal |l owance in the anmobunt of $5,035.57 which reflects the cost
associ ated with various advertisenments for the M ssouri Restaurant Association, the
Hone Buil ders Association, the purchase of pronmotional t- shirts, the cost of
printing and shi ppi ng pocket cal endars enbossed with MGE' s nane, and charges for 300
reprints of 'Cooking for Profit.' OPC contends that all of these advertisements seek
to encourage the use of natural gas or enhance MGE s corporate inmage.

The Conmi ssion finds that the $5,035.57 anpbunt should not be allowed in rates
because these expenses are incurred to encourage use of gas over electricity or to
pronbte MGE's corporate i mage. The Conmi ssion has to consider the energy narket in
maki ng these deci sions. The Commission will not encourage gas and el ectric conpani es
to conpete by passing those costs on to ratepayers. Since these conpanies are stil
subject to rate base/rate of return regulation in Mssouri, it does not nake sense
to pass these types of expenses through to ratepayers. Sharehol ders, not ratepayers,
must bear the expense of advertisenents designed to increase sales of energy
resour ces.
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Finally, OPC recommends that the Commi ssion disallow $7,059.53 of charges for Chuck
Dent on, an advertising consultant who deals wi th home buil ders associ ati ons,
devel opers, and realtors. OPC naintains that his activities are pronotional in
nature. OPC points out that in response to a data request, Denton wote that he was
i nvolved in setting up potential ads and material for Lennox Corporation open house
and revi ew of possible poster boards or banner for background for MGE floor display
in future showcase

*16 The Commi ssion finds that Denton was primarily engaged in pronptiona
activities and therefore will disallow the expenses associated with his services.

|. Dues and Donati ons

MEE, Staff and OPC each have different opinions about the appropriate |evel of dues
and donations in this case. OPC argues that the dues and donati ons nade by MGE to
various organi zations do not provide a direct benefit to rate-payers and shoul d
t herefore be disallowed. OPC points out that the direct benefit test cones froma
previ ous decision of this Commission. In re Kansas City Power & Light Co., 24 M.
P.S.C. (N.S.) 386, 400 (1986). In that case, the Comm ssion stated:

The rul e has al ways been that dues to organi zations nmay be all owed as operating
expenses where a direct benefit can be shown to accrue to the ratepayers of the
conpany. Conversely, where that sort of benefit does not appear, disallowance of the
dues i s required.

After carefully considering the positions of M3E, Staff and OPC, the Conmi ssion
finds that the Staff's reconmendation is the best alternative. Staff proposed the
elimnation of $53,289 for certain non-Anmerican Gas Associati on (AGA) dues and
donations, and an additional adjustnent of $53,947 to disallow those portions of AGA
dues attributable to | obbying, governmental affairs and nmarketing. The Staff
reconmendati on includes dues to |ocal chanbers of conmerce, professiona
organi zations |like the Arerican Institute of Certified Public Accountants, and a
donation for safety equipnent to the Wstern Mssouri Fire Chiefs Association. The
evi dence shows that the Staff exercised sound judgnment concerning the nature of each
expenditure. In review ng AGA dues, the Staff conpared the expenditures itenized by
the National Association of Regulatory Utility Conm ssioners (NARUC) audit of the
AGA with the standards traditionally used by this Comrission to derive a ratio for
al | owabl e expense. (Ex. 39HC, pp. 8-9). Overall, Staff's position is the npst
reasoned, and does not unduly enphasize the quantification of direct benefits, which
OPC s anal ysi s does.

J. Comunity Leadershi p Depart nent

The issue presented for decision is what portion of the expense booked to MEE's
Conmunity Leadershi p Departnment should be recovered in rates. MEE believes the
entire cost should be allowed in rates. OPC believes that none of the cost should be
allowed in rates. Staff recommends that the Conmi ssion allow 50 percent of the cost
in rates.

Staff's review of the Community Leadership Departnment records indicate that a
substantial portion of the department's functions are not properly chargeable to

rat epayers. (Ex. 38HC), pp. 13-17). Some functions which are not properly chargeable
to ratepayers include pronotion of MGE's corporate image, |egislative contacts,
civic functions, and charitable activities. On the other hand, Staff identified
several functions which are normally chargeable to ratepayers. These above-the-Iline
functions include safety presentations and custoner service contacts. Staff

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



Attachment DTE 1-2 (2)

PUR Slip Copy Page 17
(Cite as: 1997 WL 233139 (Mo.P.S.C.))

mai ntains that MGE's records were far from conprehensive for purposes of conducting
a thorough audit. Balancing the material reviewed by Staff, Staff reconmends that

t he Conmi ssion allow 50 percent of the departnent's test year expense in its revenue
requi renent. (Ex. 38HC, p. 26).

*17 The Conmi ssion finds that 50 percent of the test year expenses of the Community
Leadershi p Department should be allowed in MGE' s revenue requirenent. A significant
part of the functions of the Conmunity Leadership Departnent relate to pronoting the
corporate imge of MGE or encouraging greater use of natural gas. Therefore, it
woul d be i nappropriate to charge ratepayers with 100 percent of the expenses of the
Conmunity Leadership Departnent. At the sane tinme, however, it appears that sonme of
t he functions conducted by the departnent, such as safety training and education
will provide benefits to ratepayers and are properly chargeabl e to ratepayers.

K. Corporate Costs

1. Executive Sal ari es

MZE contends that 100 percent of the salaries of George Lindemann, Chief Executive
O ficer and Chairnman of the Board, and Jack Brennan, Assistant Secretary and Vice
Chai rman of the Board, should be included in the calculation of corporate costs
all ocated to MGE for ratenaking purposes. MGE wi tness Janet M Sinpson testified
t hat Lindemann and Brennan are heavily involved in the day-to-day activities of
Sout hern Uni on Conpany. According to Sinpson, they are in continuous contact with
the executive officers of the conpany in Austin relating to matters of |long term and
short termstrategic planning. Sinpson further testified that they are actively
i nvol ved in establishing and maintai ning contacts wth bankers, rating agencies and
financial analysts. Sinpson contends that based on the nature and extent of their
i nvol venent, Lindenmann and Brennan function as executive officers rather than
geogr aphically renoved directors.

Staff presents testinobny relating to several data requests that it submitted to MEE
concerning the tinme spent by Lindemann and Brennan working as directors or officers
of Southern Union Conpany. Staff testifies that M3 did not provide appoi nt ment
cal endars for 1995 and 1996 but, instead, MGE states 'cal endars were not retained
by Li ndemann and Brennan. Staff further testifies that in addition to their function
as directors/officers of Southern Union, Lindemann and Brennan are
of ficers/directors/enpl oyees of Activated Communi cati ons, a conpany controlled by
Li ndenann that is headquartered in New York City. Wiile at Activated Conmmunications
office in New York City, or while at Lindermann's residence in Florida, these
i ndi vi dual s are geographically renmote from Southern Union's corporate headquarters
in Austin, Texas, and the MGE headquarters in Kansas City, M ssouri

The Conmi ssion finds that 50 percent of that portion of the salaries allocated

t hrough Sout hern Uni on of Lindemann and Brennan should be excluded from MGE' s
revenue requirenent because MEE has not provided sufficient docunmentation to
establish that 100 percent of the activities of Lindemann and Brennan performed for
Sout hern Union provide a benefit to M ssouri ratepayers.

The Conmission is concerned with the state of the record on this issue. This

evi dence | eaves many unanswered questions regardi ng the services that Lindenann and
Brennan provide to benefit MGEE s ratepayers. For instance, how nmuch of their tine is
spent working for Southern Union? How nuch is spent working on MGE matters? There
appears to be no evidence on jurisdictional allocation between Texas operations and
M ssouri operations. Does Activated Comruni cations provi de services to Southern

Uni on?

*18 Under Section 393.150(2), R S. M. (1994), MGE bears the burden to show that
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proposed increased rates are just and reasonable. This neans that MGE nust keep

audi tabl e records to show that Lindemann and Brennan provi ded services to MSE which
services benefited M ssouri ratepayers. It is not sufficient to request the increase
in revenue requirenent with no supporting docunentation. However, given the
supported positions in this record the Commssion will rule in favor of Staff's

posi tion.

2. Executive Ofice Lease Expense

MZE contends that the | ease costs associated with office space used by George
Li ndemann and Jack Brennan should be included in the cal cul ation of corporate costs
al l ocated to MGE for ratenaking purposes.

Staff and OPC recomrend that the Comni ssion renove the cost of the New York City

of fice space fromthe corporate costs allocated to M3E because it is an unnecessary,
addi ti onal expense that MGE woul d not otherwise incur if its top executive officers,
Li ndemann and Brennan, naintained an office at the Austin, Texas headquarters of
Sout hern Uni on.

The Conmission finds that MGE failed to prove the necessity of the expense for the
New York City office. Thus, the Conmission will not allow MGE s revenue requirenent
to reflect this expense.

3. Incentive Conpensation

MZE recomrends that the Conmi ssion adopt the adjustnent proposed by Staff which
reflects a four-year average of incentive conpensation paid. (Ex. 35, pp. 26-29).
OPC bel i eves that the Southern Union incentive conpensation plan should be excluded
fromthe cost of service. OPC contends that the incentive conpensation plan relates
primarily to sharehol der-related goals such as increasing profits or net incone.
(Ex. 42, pp. 25-27; Ex. 43, pp. 13-14).

OPC witness Effron testified at pages 13 and 14 of his rebuttal testinony as
fol |l ows:

Q ...To the extent that the incentive conpensation programrelates to
controlling costs, which is arguably a ratepayer oriented goal, should the incentive
conpensation be included in the cost of service? A As a general rule, I would agree

that if the incentive conpensation is related to custoner oriented goals, then it
shoul d not be excluded fromthe cost of service. But, and this is a big but, if one
of the nom nally custoner oriented goals of the incentive conpensation programis
reduci ng expenses, then that incentive conpensation should be included in the cost

of service only to the extent that the intended cost containment can be achi eved

wi t hout conprom sing custoner service. If enployees are rewarded for reducing costs,
wi thout regard to the quality of service, then the enpl oyees have an incentive to
reduce costs, even if it means conmpronising the quality of service. Unless the
Conpany can denonstrate that cost reductions pursuant to which incentive
conpensati on has been awarded were achi eved while maintaining the quality of

service, then the incentive conpensation should be excluded fromthe cost of

service. In fact, based on the testinony of OPC wi tnesses Trippensee and Ki nd, any
cost reductions which the Conpany has been able to achieve have been realized at the
expense of the quality of service. In these circunmstances, it would be inappropriate
to include any incentive conpensation related to expense reductions in the cost of
servi ce. [Enphasis added].

*19 The Conmission finds that the quality of service is provided by MGE has
declined precipitously during the last three years. (Ex. 81, pp. 7-8, Sch. 2).
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Nevert hel ess, MGE is requesting the Comission to have ratepayers pay for an
i ncentive conpensation programthat ratepayers nay have already paid for in ternms of
a reduction in the quality of service that ratepayers receive

The Conmi ssion finds that the costs of MGE s incentive conmpensation program shoul d
not be included in MGE' s revenue requirenment because the incentive conpensation
programis driven at least primarily, if not solely, by the goal of sharehol der
weal th maxi nization, and it is not significantly driven by the interests of
rat epayers. (Tr. 461-462, 508-512).

4. Stock Option Conpensation

MEE granted a limted nunber of its enployees stock options as part of their
conpensation. Alleging that the cost of these stock options is $431,573, MGE
requested that they be included in its cost of service.

The Staff rempved this cost on the basis that these are very specul ative and not
appropriate for ratenaking purposes. In addition, Staff argues that since neither
Sout hern Uni on nor MGE records an expense on its books associated with the stock
options, it is not appropriate to charge MGE ratepayers for the options. (Ex. 59,
pp. 17-22).

The effect of granting stock options to enployees is to align the interests of

shar ehol ders and enpl oyees. The interest of shareholders is to naxim ze sharehol der
weal th. To maxi mi ze sharehol der wealth, the firm nust maxim ze revenues and minim ze
costs.

M ni m zation of cost while nmaintaining an appropriate |evel of quality of service
is an appropriate goal. MGE has argued in this proceeding that since it wants to
maxi m ze revenue it will maintain service quality at an appropriate |evel. The
Conmi ssi on does not agree with this argunent by MGE because MGE enjoys a nonopoly
service territory in the State of Mssouri. MGE does not have to conpete with other
suppliers of natural gas to provide service to residential and snall business
custonmers. (Tr. 1137-1138). Thus, MGE's argunment that its goal of maxim zing revenue
ensures appropriate quality of service is fallacious. Furthernore, that argunent
will remain fallacious until the market for natural gas is truly conpetitive. Having
said all that, the Comission finds that the Staff's position on the stock option
conpensation i ssue is correct because there is not a sufficient connection between
benefits to Mssouri ratepayers and benefits to MGE' s shareholders to justify the
cost of a programthat brings the interests of MGE' s sharehol ders and MEE' s
enpl oyees into alignnent.

L. Anortization Period for Safety Program Deferral s

MEE's position is that a three-year anortization period is warranted for safety
Iine replacenent program costs. MGE contends that a prol onged delay in recovery of
t hese costs denies shareholders a tinmely cash return of and on their investnent.
(Ex. 34, p. 15, 11. 3-7). MEE recommends that the Conmi ssion increase anortization
expense fromthe Staff's Septenber 13, 1996 accounting run to reflect a three-year
anortization period of the Conpany's deferrals. (Ex. 61, p. 17, 11. 10-13).

*20 Staff and OPC reconmend that the safety line replacenent program deferrals be
anortized over 20 years rather than three years. (Ex. 64, pp. 8- 11; Ex. 66, pp. 11-
12; Ex. 42, pp. 27-32).

The Conmi ssion finds that a 20-year anortization is appropriate because the line
repl acenents should | ast at |east 20 years. However, the Comi ssion does find that
MEE's objection to Staff's argunent that MGE is "trying to change the deal' on this
i ssue as agreed to in the nerger case, GV 94-40, is well taken. The rights and
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obligations froman earlier matter (GR-93-240) which Southern Union agreed to assune
in the nerger case were subject to a variety of typical settlenent agreenent
conditions, including a proviso that the parties were not 'deened to have approved
or acqui esced in any ratenaking principle or any nethod of cost determ nation or
cost allocation ....' Therefore, MEE was free to assert that the anortization period
for safety programdeferral was altered.

The Conmission's finding in favor of a 20-year anortization on this issue is not to
be construed as an indication that the Conm ssion is not concerned about the safety
of gas lines. To the contrary, the Comm ssion takes very seriously its obligation to
ensure the safety of gas lines. The Conmi ssion had to choose between two extrene
positions in this case. It would be hel pful to have other proposals in between the
extrenmes presented herein

M Depreciation and Anortizati on G her Than Safety Program

MGE reconmends that the Commi ssion authorize the use of a 10 percent depreciation
rate with respect to the portion of the costs booked to Account 391 that relates to
conputer hardware and software. (Ex. 34, p. 14; Ex. 35, pp. 35-38). The Staff
mai ntai ns that MGE has failed to conduct a thorough depreciation study and that MGE
is attenpting to inproperly select a few assets froma |arge category of assets for
rapi d depreciation. The evidence shows that MGE had hired Black & Veatch to conduct
a depreciation study of all accounts in 1995. The study specifically indicated that
the Account 391 depreciation rates were too low and failed to recogni ze the act ual
life of conputer equipnment. (Ex. 67, p. 12). The study concl uded that overal
depreci ati on expense shoul d decrease. However, Staff and MGE agreed that there would
be no change in depreciation rates in this rate case. (Ex. 67, p. 12).

The Conmi ssion finds MGE s proposal that conputer hardware and software be
depreciated at a rate of 10 percent per year is appropriate because technology is
advanci ng at such a rapid pace that an owner will frequently find conputer hardware
and software to be obsolete ten years or less after the date of acquisition

N. Acqui sition Savings

MGE proposes an adjustnment that adds expenses to rate base equal to 50 percent of
achi eved, ongoi ng savings resulting from Sout hern Union's acquisition of M ssour
properties from Wstern Resources, Inc. These acquisition savings involve: |abor and
associ ated taxes, benefit savings, purchased gas savings, MS savings, |ease cost
savi ngs (building and vehicle) and financial savings. (Ex. 34, p. 16). MGE asserts
that the basis of the adjustment is the unani nobus stipul ation and agreenent from
Case No. GVt 94-40. MGE contends that the stipulation and agreenent allows MGE to
request recovery of the benefits resulting fromthe acquisition. M3E contends that
an equal sharing of these ongoing savings between customers and shareholders is a
reasonabl e rat emaki ng approach and is consistent with the terns of the stipulation
and agreenent. (Ex. 34, pp. 16-17).

*21 MEE quantified the purported identifiable annual savings it has already
generated at $14, 748,912. (Ex. 34, pp. 16-18, and Sch. DND-1-H, p. 5 of 6). MGE
states that nore than $5, 420,000 of these savings has al ready been realized and
flowed through to its ratepayers by the Purchased Gas Adjustnment (PGA) d ause. For
produci ng these tangi bl e savings, MEE is requesting that the Comm ssion provide MGE
wi th some tangi ble recognition. The recognition requested is in the form of addi ng
an anount equal to one-half of these identified, achieved and ongoi ng savi ngs as an
expense for ratemaki ng purposes. (Ex. 34, p. 16). MGE nmmintains that M ssouri
rat epayers have experienced a benefit in terns of decreased natural gas costs. MGE
mai ntains that it has acquired gas supplies at a |ower cost than its predecessor
(WRlI) because MGE tends to bid supply contracts where WRI tended to negotiate its
contracts. (Tr. 747-748).
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MZE further argues that it has lowered its cost of capital, which is reflected in
rates, fromwhat customers woul d have experienced if WRI had not sold the
properties. MGE states that it has achieved this | ower cost of capital through
refi nanci ng hi gher cost debt and issuing tax deductible preferred stock. (Ex. 9, p.
18).

Staff's position is that the acquisition savings proposal should not be

i mpl enented. Staff argues that the proposal 'inputes' expenses to ratepayers which
were not actually incurred by MGE. MGEE witness Cummings directly admits in his
rebuttal testinony that the 'inmputed expenses are not current costs of providing
utility service.' (Cunmings Rebuttal, Ex. 9, p. 22). MGE's witness Dively testified
at the hearing that no part of MGE' s acquisition savings adjustnment proposa
represents actual costs of providing service. (Tr. 670- 671).

Staff points out that the stipulation and agreenent from Case No. GVt 94-40 nerely
allows MGE to seek recovery of the benefits fromacquisition rather than
guar ant eei ng such recovery.

In sum the Staff recomrends that the Conmission reject MGE' s proposal because it
does not represent appropriate or proper ratemaking policy because the all eged
savi ngs are not adequately quantified by MGE, the proposal is not fair and
equitable; utilities other than MGE have al so downsi zed w t hout expecting any
sharing of related savings; the alleged cost reductions benefited M3E at |east up
until any rate changes resulting fromthis proceedi ng; the proposal represents the
equi val ent of an incentive plan wi thout any safeguards; the proposal shifts risks of
MZE' s cut backs and rel ated cost reductions to its custonmers; the proposal represents
an attenpted recovery of the acquisition premumfrom Case No. GwW 94-40; and the
proposal would take MGE off of cost of service ratenaking (cost-based rates). (Ex.
72, pp. 4-5). The Staff further argues that adoption of M3 s proposal would reward
the Conpany for providing a | ower quality of service while at the sanme tine
requesting ratepayers to pay higher than cost-based rates.

*22 The Conmi ssion finds that MGE' s acquisition savings adjustnent should be
rejected in total because adoption of this adjustnent would be contrary to the
provi sion of natural gas service based on the costs of providing such service and
because MGE' s experinental gas cost incentive nechanismalready rewards MGE' s
sharehol ders for naking financially sound gas procurenent decisions.

O. Street Cut Referendum Fees

The City Council of Kansas City, Mssouri, passed an ordinance in April 1996 which
i f inmplenmented, would have inposed higher costs on MGE and other utilities which are
required to occasionally dig holes (i.e., street cuts) in the city streets. (Ex. 55,
p. 30). MGE estimated the increased costs to its custoners resulting fromthe
ordi nance to be approxi mately $1, 200,000 annual ly. (Tr. 792-793). In May 1996 MGE
started a referendum petition drive to place the ordi nance passed by the City
Council on the ballot for a public vote. (Ex. 55, p. 30). The petition requested the
City Council to either repeal the ordinance or put it on the ballot and let the
voters in Kansas City deternine whether it should be inmplemented. (Ex. 88, p. 5; Tr.
790). The City Council rescinded the ordinance. (Tr. 800). MGE requests that the
revenue requirenent reflect an $18, 466 anpbunt which reflects the test period portion
of expenses used to hel p encourage reconsiderati on of the ordi nance. MGE points out
that the total expenditure for this effort was approxi mately $100, 000, but only
$18,466 fell into the test year period so that is what MGE requests in the revenue
requi renent.

Staff contends that this would be a nonrecurring expense and not nmaterial. OPC
contends that this is an inappropriate |obbying expenditure by MGE
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The Conmission finds that this type of activity by a natural gas utility has the
potential of providing a direct benefit to ratepayers. In this particular case, it
appears that MGE's efforts did, in fact, have a substantial direct benefit to
rat epayers. The Conmission finds that MGE' s request that its expenditures during the
test year period on the street cut referendumissue be included in its revenue
requirenent in this rate case i s reasonable.

1. Lobbyi ng Expense

OPC proposes an adjustnent in the amobunt of $4,971, which represents an inputed
| evel of | obbying expenses to represent the services MGE provides to a politica
action conmttee (PAC). The PAC is known as M ssouri Gas Energy Citizens for
Responsi bl e Energy. (Ex. 55, p. 47, 11. 10-13). OPC states that MGE incurs direct
costs in relation to the PAC

MEE states that whatever costs it incurs in relation to the PAC are de minims
(Ex. 53, p. 9, 11. 8-15). The services perforned by ME in relation to the PAC are:
(1) withhol di ng enpl oyee contributions from payroll checks; and (2) conpletion of a
quarterly report to the State of M ssouri.

The Conmission finds in favor of MGE on this issue because the proposed adj ust nment
of $4,971 actually equal ed the anmbunt of voluntary contributions for the test period
made by MGE enpl oyees. OPC has not quantified the anmount.

P. Wat herization Programand Its Costs

*23 This issue was resolved by the Stipulation And Agreenent filed by the parties
on Cctober 30, 1996. Pl ease see section |.A of the Procedural Hi story for the
di scussion about this Stipulation And Agreenent

Q Property Tax Expense

MZE contends that the nost current known and measurabl e plant bal ances shoul d be
used to cal cul ate an ongoing | evel of property tax expense. Thus, MGE used May 31,
1996 plant bal ances in the annualization of property tax expense. (Ex. 53, pp. 4-6).

Staff's position is that the actual property tax assessnent date of January 1, 1996
shoul d be used to determine property taxes for revenue requirenent purposes. (Ex.
71, pp. 6-8).

The Conmission finds Staff wi tness Featherstone's testinony persuasive where he
st ates:

MZE wi Il not accrue a property tax expense for any of the plant additions through
May 31, 1996 identified in the Rebuttal Testinmony of M. Kelly until January of
1997. This accrual will only be an estinate for which the Conpany will not know the
actual anount of property tax paynents until late in 1997, when the tax bills are
distributed by the taxing authorities, usually in Novenber or Decenber of that year

(Ex. 73, p. 4).
The Conmission finds that MGE's proposal would require waiting until the end of

1997 to account for an item of expense for inclusion in this case because this would
be a violation of the test year, updated test year or true-up concepts. (Ex. 73, pp

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



Attachment DTE 1-2 (2)

PUR Slip Copy Page 23
(Cite as: 1997 WL 233139 (Mo.P.S.C.))

5-8). Staff's recomrendation will be adopted.
R Uncol | ecti bl e Expense

The Conpany accepts Staff's reconmended uncol | ecti bl e expense ratio, but the
Conpany believes that the ratio should be used to conpute uncollectible expense
relating to revenue from Large Vol une Sal es and Transportation custoners. MGE al so
beli eves the ratio should be used to conpute uncoll ectible expense relating to the
Conpany' s additional revenues as reflected in the Conm ssion- determ ned revenue
defi ci ency.

As di scussed under issue |.C , Delayed Paynent Revenue, the Comm ssion agrees with
MZE i nsofar as the uncoll ectible expense should be adjusted to reflect additiona
revenues resulting fromthe instant rate case. The only remining i ssue is whether
t he uncol l ecti bl e expense ratio should be applied to Large Vol une Sal es and
Transportation revenue.

Staff maintains that Large Volune Sal es and Transportation custoners do not
normal |y create bad debt expense. It is reasonable to assune that Large Vol une Sal es
and Transportation customers woul d not cause the creation of bad debt expense. In
order for MGE to prevail, it would have to show that Large Vol une Sal es and
Transportation custonmers do, in fact, cause the creation of bad debt expense. MGE
argues that while it is true that uncollectible accounts are fewer in the Large
Vol une class, the critical point is that the revenues from Large Vol une custoners
were included in the devel opment of the 1.02 percent uncollectible factor. If
revenue from Large Vol une custoners is excluded fromthe cal cul ation, the percentage
of uncollectible accounts (net chargeoffs) becones 1.06 percent of revenue from
Resi dential, Small General Service and Large CGeneral Service custoners. MGE
mai ntai ns that the 1.02 percentage nust be applied to all revenues, including Large
Vol une Sales, or a msmatch will occur in the calculation of the appropriate anount
of uncoll ectible expense for inclusion in cost of service.

*24 MGE' s argunent seens persuasive on its face. However, since MGE did not provide
any evi dence showi ng the cal culation of 1.02 percent or 1.06 percent to be the
appropriate level of the bad debt expense, the argunent fails. In fact, MZE relies,
again, on the Staff's calculation of the bad debt expense factor to be 1.02 percent.
Staff witness Larry Cox stated that MEE's records and production of information was
so deficient that he was not able to do a thorough exam nation to cal culate the
uncol | ecti bl e expense factor. Thus, M3E s position that Large Vol ume Sal es
custoners' and Transportati on custoners' revenue should be included with regard to
t he uncol l ecti bl e expense factor is conpletely without nmerit. The Comni ssion finds
that the Staff's approach is the nore reasonabl e approach on this issue.

S. I ncome Tax

1. Adjustment to Tax Calculation for Equity Portion of SLRP Carrying Cost Deferrals

MEE' s position is based on an accounting authority order issued by the Conm ssion
in Case No. G0O-94-234. In that order the Conmm ssion authorized MGE to defer and book
to Account No. 182.3 depreciation expense, property taxes and carrying costs at
10. 54 percent for certain costs. However, Ordered Paragraph 3 of that sane order was
quite clear that nothing in the order was to be considered a finding of the
Conmission in relation to ratenaking treatnment. (Conm ssion Order, Case No. GO 94-
234, p. 4).

Staff asserts that the actual carrying costs incurred by MGE are refl ected by
applying the all owance for funds used during construction (AFUDC) rate. (Exhibit 67,
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p. 9).

The Conmission finds that Staff's position is nore reasonable on this issue because
t he order upon which MGE' s position is based specifically provides that ratenaking
treatnent to be afforded the deferred amounts is reserved. Furthernore, MGE nmakes no
claimthat 10.54 percent is an accurate reflection of its actual financing costs
during the deferral period. (Tr. 916). The Commission is of the opinion that ME s
revenue requirenent in this rate proceedi ng should reflect actual carrying costs and
that the AFUDC rate proposed by the Staff is reflective of actual carrying costs.

2. Adjustnent to Tax Calculation for Fifty Percent of Acquisition Savings

As discussed in issue Il.N, Acquisition Savings, the Conmm ssion rejects McE's
proposal to recognize acquisition savings in rate base. Therefore, there are no
i ncome tax consequences associated with the alleged cost reductions resulting from
Sout hern Union's acquisition. (Ex. 64, p. 13). Thus, this issue has becone noot.

T. Gher Polsinelli, White Charges

This is an issue between MGE and OPC. OPC mai ntains that MGE' s revenue requiremnment
should reflect the elimnation of $22,056 in |legal fees incurred by MGE in a Kansas
Pi pel i ne Partnership (KPP) rate case before the Kansas Corporation Comm ssion. OPC
mai ntai ns that MGE has failed to show a connection between the KPP rate case and the
provision of utility services to MGE's M ssouri rate-payers.

*25 MGE's witness Kevin J. Kelly has testified that MGE and KPP have negotiated a
contract under which MGE purchases gas, the cost of which is passed directly on to
MCGE rat epayers. This evidence by MGE appears to be uncontroverted. Therefore, the
Conmi ssion finds that MSE has denonstrated a strong connection between the KPP rate
case before the Kansas Corporati on Commi ssion and MGE's rates applicable to M ssour
rat epayers. Thus, the Conm ssion finds that the $22,056 of |egal fees incurred by
MGE for this Kansas rate case should be included in the revenue requirenent of MGE

U. Loaned Executive

This issue was settled between MGE and OPC prior to conclusion of the evidentiary
heari ng.

I1l. Rate Base

A. Safety Program Deferrals

1. Carrying Cost Rate

MEE's position is that the Conmmi ssion should apply a carrying cost rate of 10.54
percent because the Conmm ssion issued an accounting authority order on Septenber 28,
1994, in Case No. GO 94-234 which nentioned carrying costs at 10.54 percent. That
order provides that 'MGE is authorized to defer and book to Account No. 182. 3,
begi nning February 1, 1994 and continuing through January 31, 1997, depreciation
expense, property taxes, and carrying costs at 10.54 percent, on the costs incurred
to repair or replace facilities located in nobile home parks, replace M3E-owned and
cust omer - owned service and yard lines ...." That order also provides that nothing in
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the order '"is to be considered a finding of the Conmm ssion of the reasonabl eness of
t he expenditures involved herein, or of the value for ratenmaking purposes of the
expendi tures and property herein involved, ...and the Comn ssion reserves the right
to consider the ratenmaking treatnent to be afforded these expenditures in any |later
proceedi ng.' [Enphasis added]. MZE argues that not only did the Conpany rely on this
accounting authority order for preapproval of the 10.54 percent carrying cost rate,
but that, inplicitly, the financial comunity at |arge nust be able to rely upon
accounting authority orders. (Ex. 61, p. 7).

The Conmi ssion finds that MGE has taken the application of accounting authority
orders well beyond their intended purpose. Accounting authority orders all ow
utilities to book certain expenses in certain ways. However, accounting authority
orders have no direct ratenmaking inpact. It seens redundant for the Conmi ssion to
el aborate on this point since the accounting authority order itself from Case No.
G0 94-234 states that the order is not to be considered a finding of the Conmi ssion
regardi ng val ues for ratemaking purposes. Since MGE has based its position on the
Conmi ssion's order from GO 94-234, which by its very terns does not have a
rat emaki ng i npact, MGE's position on this issue is not persuasive. The Conmi ssion
finds in favor of the Staff on this issue because the Staff's proposal shows a
carrying cost which is nore reflective of the actual carrying cost associated with
the gas safety line replacenents. (Ex. 65).

*26 2. Period Through Wich Deferrals Are Conputed

MGE contends that the Commission's order in Case No. G0-94-234 requires it to
conpute deferrals through January 31, 1997 on safety-related plant for ratenaking
pur poses. (Ex. 34, pp. 14-15; Ex. 61, pp. 10-13).

Staff's position is that safety program deferrals should be cut off at May 31
1996, the end of the updated test year in this case. Staff states that it has
updat ed these deferrals through Cctober 31, 1996 under the Commission's true-up
order. (Ex. 175, p. 2). OPC contends that deferrals of safety |ine replacenment plant
included in rate base should be conmputed at the same date used for other plant-
rel ated conponents of rate base. (Ex. 42, pp. 5-8). In essence, the Conm ssion has
al ready decided this issue in two respects. First, the true-up order issued in this
case is quite clear insofar as safety-related plant in service is to be trued-up
t hrough October 31, 1996. Second, the Conm ssion's order in GO 94-234, upon which
MZE places so much reliance, states very clearly that the accounting authority
order does not have any effect upon ratemaking issues. Thus, the Conm ssion finds
that the Staff's position is correct.

3. Dismantling Costs, and 4. Unanortized Bal ance of Deferrals from Case No. GO 94-
234

At a conceptual level, these issues are identical to issue IIl.A 2. MEE pl aces
undue reliance on Case No. G0-94-234 in that the order in G0 94-234 is an accounting
aut hority order which specifically reserved ratemaking treatnent.

The Conmission in its true-up order in this case specified true-up through October
31, 1996. The Staff has correctly trued-up these bal ances through COctober 31, 1996.
Staff's approach is consistent with cost of service/historical test year ratenaking
principles, and the Comm ssion finds that the Staff's approach is correct. (Ex. 65).

B. Ofset for Rate Base Reductions Elimnated by Purchase
The unani nous stipul ation and agreenent in the acquisition case, Case No. GV 94-40,
in which Mssouri Gas Energy acquired the Mssouri gas properties of WRI, contains
the foll owi ng | anguage:
Southern Union [i.e., M3E] agrees to use an additional offset to rate base in any
Southern Union filing for a general increase in non-gas rates in Mssouri conpl eted
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in the next ten years to conpensate for rate base deductions that have been
elimnated by this transaction. The amount of the offset for the first year shall be
$30.0 mllion. The ampbunt shall reduce by $3.0 million per year on each anniversary
date of the closing of the subject transaction.

(Ex. 71, p. 4; see also p. 6, para. 8, Unaninmous Stipul ation And Agreement in Case
No. GV 94-40).

MEE argues that the stipulation and agreenent is silent as to the precise nature of
the rate base reduction elimnated by the transaction. MGE argues that instead of
the two-year anortization proposed by the Staff and OPC, which would reduce rate
base by $24 mllion, the appropriate anortization period for purposes of this case
is two years and four nmonths, which would reduce rate base by $23 nillion.

*27 The Conmmission finds that Staff and OPC correctly interpreted and applied the
stipulation and agreenment from Gw 94-40 wherein it states: 'The amount shall reduce
by $3.0 nillion per year on each anniversary date of the closing of the subject
transaction.' (Ex. 71, pp. 5-6).

V. Capital Structure and Rate of Return

A. Required Capital Structure to |Inplenment Rates

Pl ease see the Commi ssion's discussion of this issue at pages 12 through 14
(Motion to Dismiss on Basis that MGE Failed to Conply Wth Capital Structure
Condition in Case No. GW 94-40).

B. Capital Structure

MEE, OPC and the Staff agree that MGE's capital structure is as follows: conmon
equity -- 33.13 percent; long termdebt -- 54.12 percent; preferred stock -- 12.75
percent. OPC s agreenent to this capital structure is conditioned on the assunption
that the Comm ssion will determne that the preferred stock should be treated as
equity, which, of course, is the subject of OPC s notion to disnmiss the case as well
as issue IV. A

C. Cost of Debt

MZE, Staff and OPC agree that the cost of |ong termdebt for purposes of this case
is 8.21 percent. (Ex. 90, pp. 26-28; Ex. 91, p. 2; Ex. 78, Sch. 2; Ex. 99).

Ri versi de/ M d-Kansas claimthat the cost of debt is 7.739 percent. The difference
bet ween the two proposals stens fromthe fact that MGE s proposed cost of debt

i ncl udes | osses on reacquired debt recorded in Account No. 189. These reacquired
debt costs are associated with high cost debt that was outstanding prior to the
acquisition of Mssouri properties. Since these costs were not incurred in financing
the acquisition of the Mssouri properties, these costs should not be considered in
determ ning the cost of debt for M&E's M ssouri operations. (Ex. 105, p. 12).

The Conmi ssion finds that Southern Union incurred the reacquisition debt costs
recorded in Account No. 189 in an effort to lower its overall cost of capital. This
cost may legitinmately be passed through to ratepayers. (Ex. 91, p. 18).

D. Cost of Preferred Stock
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MZE, Staff and OPC agree that the appropriate cost of preferred stock for purposes
of this rate case is 10 percent. (Ex. 90, pp. 28-29; Ex. 91; Ex. 76, Sch. 13; Ex.
99).

E. Rate of Return on Conmon Equity

MEE' s position is that it should be authorized to earn a rate of return on comon
equity of 12.25 percent. (Ex. 90, pp. 30-71, 75-76). MGE witness Fairchild's
recomendati on is based on the results of two analyses. First, the constant growh
di scounted cash fl ow nodel was applied to a group of 19 other gas local distribution
conpani es (LDCs). Second, risk prem um net hods based on | eadi ng studies for
utilities in the acadenic and trade literature were also applied. Dr. Fairchild
testifies that, taken together, these analyses inplied that the cost of equity for
ME is in the range of 11.5 to 12.5 percent. Dr. Fairchild testifies that he
selected a rate of return on common equity for MGE above the midpoint of 11.5 to
12.5 percent (he selected 12.25 percent) based on two considerations. First, the
range gi ves approxi mately equal weight to the discounted cash fl ow anal ysis, which
tends to be biased downward because i nvestors expect near-termgrowth rates to be
[ ower than longer-termgrowh as LDCs prepare for a nore conpetitive industry.
Second, Dr. Fairchild testifies that this cost of equity range does not recognize
flotation costs incurred in connection with sales of common stock. (Ex. 90, pp. 6-
7).

*28 OPC recomrends that Sout hern Union be authorized a 10.75 percent return on
equity. (Ex. 99, pp. 14-33). OPC witness Burdette testifies that M3E shoul d be
allowed a return on comon equity of 10.75 percent. This return on equity was
det erm ned using the discounted cash flow nmethod applied to a group of nine
conpar abl e conmpani es and supported by a capital asset pricing nodel analysis and a
mar ket -t o-book ratio analysis. (Ex. 99, p. 14).

Staff recomrends a return on equity range of 11.30 to 12.35 percent froma
financial analysis viewpoint. However, Staff believes that the Conm ssion has the
power to consider poor custoner service when deternining a reasonable return on
equity. (Ex. 76, pp. 32-49; Ex. 78, pp. 4-10; Ex. 81, all).

The Conmi ssion takes very seriously its obligation to ensure that MZE provides safe
and adequate service under reasonable ternms and conditions. After hearing the nmany
serious customer conplaints at local public hearings in St. Joseph, Kansas City and
Joplin, Mssouri, and after reviewing the testinony provided by the Office of the
Public Counsel and the Commi ssion's Consuner Services Departnent, the Conmi ssion has
grave reservati ons about whether MZEE is providing an adequate |evel of service
quality to Mssouri custoners.

The nunber of custoner conplaints has increased substantially since Southern Union
acquired the Mssouri properties fromWRl in February of 1994. For the fiscal year
endi ng June 30, 1996, the Commi ssion's Consumer Services Departnent received 941
conplaints relating to MGE operations. In contrast to that nunber, during fisca
year 1993 (the last full fiscal year that WRl operated the territory) there were 540
customer conplaints. This represents an increase in the nunber of custoner
conpl aints received by the Comm ssion's Consumer Services Departnent of 74 percent.
(Ex. 81, pp. 7-8).

The Conmission finds that the appropriate return on equity for purposes of
establishing MGE's revenue requirenent in this case is 11.30 percent. This is the
| ow end of the range of acceptable return on equity figures provided by the Staff.
(Ex. 76, pp. 32-49; Ex. 79, pp. 4-10).
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1. Increased Residential Custoner Charge

OPC contends that Southern Union's return on equity should be adjusted downward by
25 basis points because the custoner charge is being increased from$9.05 to $15. 00
in this case. OPC witness Burdette testifies that with the proposed increased
custoner charge, 69.74 percent of MGE' s nongas residential revenues would not vary
with gas usage, |eaving only 30.26 percent variable with gas usage. (Ex. 100, pp
25-26, Sch. MB-1-R). Wth the current $9.05 customer charge, Burdette concl udes that
since MGE' s revenues will be less variable as a result of the increased custoner
charge, the reduced risk should be reflected in a |l ower authorized return on equity.
In making this analysis, Burdette assumes a $9.05 custoner charge, the margin
residential revenue requirenent, billing determinants, and rates from M3E w t ness
Dittenore's direct testinmony. MGE's position is that the adjustnent proposed by OPC
is not based on conpetent and substantial evidence in that the theory is based on an
assunption that MGE' s current custoner charge produces a percent of nongas revenues
conparable to OPC s group of 'conparable' LDCs. MGE states that the reconmendation
is based on a conclusory allegation that a reduction in the variability of M3E s
ear ni ngs through a higher custonmer charge woul d make those earnings |ess risky,
which, in turn, justifies a reduction in the authorized return on equity.

*29 The Conmmi ssion finds that OPC has failed to carry its burden of proof on this
i ssue. At page 25, lines 23 through 22, Burdette admits that in calculating the
portion of MGE' s revenues that do not vary with gas usage, it was assuned, al ong
with the $9.05 custonmer charge, that the nmarginal residential revenue requirenent,
billing deterninants and rates fromDittenore's direct testinony woul d be used. The
revenue requirenent resulting fromthis order is significantly |less than that which
MEE proposed in its testinony. Therefore, an analysis which assunes the revenue
requi renent used by MGE fails. Thus, the Comm ssion declines to adopt the 25 basis
poi nt downward adj ust nent proposed by OPC because of the increased customer charge.

F. Adjustnment for Wather Nornmalization C ause

This adjustnent is prenised on the assunption that the Conm ssion will adopt MZE s
proposed weat her normalization clause. As discussed in that section of this Report
And Order, MEE has not convinced the Conmi ssion that the adoption of a weather
normal i zation clause is in the interests of ratepayers. Since the weather
normal i zation clause is rejected by this Report And Order, this particular issue
which is prenmised on the adoption of the weather nornalization clause thereby
beconmes noot .

V. Custoner Service |ssues

As stated previously, the Commi ssion has serious concerns as to whether MGE is
provi di ng an adequate |level of service. This matter has been addressed in other
sections of this Report And Order where appropriate.

VI. O ass Cost of Service and Rate Design

A. Cass Cost of Service Study

1. Allocation of Costs for Services, Meters and Regul ators, 2. Allocation of
Costs for Mains, 3. Class Cost of Service Results, and 4. Cass Rate Increases
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These four issues were addressed in Section |.B., infra.

B. Rate Design

1. M scell aneous Service Charges

MZE proposes that niscellaneous service charges be nore closely aligned with the
costs of providing these services. (Ex. 30, pp. 4-5; Ex. 31, pp. 2-3).

OPC recommends that the charges currently reflected on MGE' s tariff be maintained
and MGE' s request to change these tariffed rates be deni ed because MEE has failed to
provide a conplete set of work papers to support the proposed changes. (Ex. 19, pp
11-12).

The Staff contends that MEE s coll ection, disconnect, reconnect and request for
net er readi ng charges should be maintained at the current tariffed rate because the
Conpany could not provide Staff with docunentation to quantify or substantiate the
proposed charges. (Ex. 23, pp. 3-4).

The Conmission will deny MGE' s proposal to nodify m scel |l aneous service charges
because MGE has failed to adequately substantiate the proposed changes.

2. Customer Charges

The issue is what the Conm ssion should set as the nmonthly custonmer charge for
MGE' s custoners. The current charge is $9.05 per nonth which was approved by the
Conmission in 1993. McE's cost study filed with its direct testinony identified a
nont hly customer cost of $18.21. (Tr. 1826). Al though MGE identified costs at that
level, MGE witness Gllnore testified that he used his judgnent to recommend an
increase in the nonthly charge to $15.00 rather than $18.21 given the magnitude of
an increase from$9.05 up to $18.21. (Tr. 1901).

*30 OPC reconmmended a nonthly residential customer charge of $9.75. (Tr. 1911-
1915). The Staff reconmends that the nmonthly residential custoner charge be set at
$9.81. Staff has devel oped its custoner charges based on direct costs for the
provision of a neter, regulators, service line, neter reading and billing that are
traditionally collected through the customer charge, and believes that the
Conmi ssion should follow that approach in this case and order the residential
customer charge at $9.81 per nonth.

The Conm ssion finds that the residential customer charge should remain at $9.05
per nmonth. The custoner charge for Snall General Service custoners shoul d be
increased from $9.05 to $11.05 per nmonth. This result brings MZE closer to the
practice of other Mssouri gas conpanies. (Ex. 171). The custoner charge for Large
General Service should remain at $65.80 per nonth. The customer charge for Large
Vol une Service should remain at $409. 30 per nonth. The Comm ssion finds that the
resulting percentage contribution to revenue requirenent should remain at 68. 22
percent from Residential Service, 0.01 percent from Unnetered Gas Lights, 21.22
percent from Small General Service, 2.65 percent from Large General Service, and 7.9
percent from Large Volune Service, as reflected in Staff's filing on January 17,
1997.

The increased revenue requirenent for Residential, Large CGeneral Service and Large
Vol une Service will be recovered through variable use charges (i.e., commodity
charge for Residential and Large Ceneral Service custoners, sales charge for Large
Vol umre Service taking sales gas, and contract demand charge for Large Vol ume Service
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custonmers who are transporting gas). The comodity charge is referred to as the
"energy charge' on the residential bills, and is not to be confused with the

whol esal e cost of the natural gas comodity. These charges are shown at pages 25,
28, 31, 42 and 44 of MGE's tariff. The increased revenue requirenent for Small
CGeneral Service will be recovered primarily fromthe increased nonthly customner
charge and the renmainder of its revenue requirement increase will be fromthe
commodi ty char ge.

3. Overrun Penalties
See issues VII.K and VII.L.
4. Class Rate Increases
See issues VI.B.2., infra.
VII1. Tariff |ssues
A. Weat her Normalization C ause

MZE proposes a weat her nornalization clause (WNC) which woul d reduce the inmpact of
tenperature variations on its revenue stream Through the WNC the vol umes of gas for
whi ch custoners are charged are adjusted to reflect 'normal' weather, as defined in
this case. During a nonth that is colder than normal, the volunes of gas would be
reduced to a normalized level. On the other hand, during a nmonth that is warner than
normal , the volunmes charged woul d be increased.

Staff and OPC are agai nst approval of the WNC because it has the effect of changing
the per-unit rate a custonmer pays for actual usage. (Ex. 28, pp. 4-5). Staff witness
Hubbs quotes from a previ ous Conmi ssion decision regarding a simlar proposal by MZE
(Case No. GT-95-429). The Report And Order in that case stated:

*31 Approval of the WNC tariff would result in a de facto change in MEE s rates.
Under the weat her normalization clause a custoner would pay for nore gas than he
actually used in an unusually warmnonth. In that nonth, the customer woul d have
paid an effective per-unit rate for his actual usage greater than MGE' s current
tariffed rate. In an unusually cold nonth the customer would pay for |ess gas than
he actually used. In that nonth, the customer would have paid a | ower per-unit rate
for his actual usage than MGE's current tariffed rate.

(Ex. 28, p. 4).

Staff al so maintains that approval of the WNC woul d constitute single-issue

rat emaki ng. Hubbs testified that approval of the WNC would allow MGE to change, in
an uncertain amount, the nmaxi numrate approved for MGE s services, and that allow ng
MEE to nodify actual usage woul d change the effective maxi mumrate the Conmi ssion
sets for ME in this proceeding. (Ex. 28, pp. 5-6). These changes woul d occur
outside the context of a rate case. Thus, the Commi ssion's concerns expressed in
Case No. GT-95-429 about single-issue ratemaking are still valid, according to
Hubbs.

Staff goes on to state that if the Commission were to allow MGE to have the weat her
normal i zation clause, it should not be nandatory but should be allowed at the
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custoner's option and should be further conditioned as set forth in Dr. Proctor's
rebuttal testinony.

It is clear to the Conmi ssion that approval of the WNC proposed by MGE woul d
benefit MGE insofar as the variability of its revenues resulting from weather
changes woul d be reduced, thus reducing MEE s business risk. The WNC woul d shift
virtually all weather-related risk onto ratepayers. In the event that the Conmi ssion
woul d authorize a WNC sinilar to the one proposed herein, the Conm ssion woul d
seriously consider a downward adjustment to return on equity as proposed by OPC.

Al so, there may be other conditions that would have to be inplenented along with the
WNC. The Conmi ssion notes that ratepayers already bear a substantial anount of risk
associ ated with whol esal e gas price changes under MGE' s Experinental Gas Cost

I ncentive Mechanism On bal ance, the Conmission finds that the WNC woul d be a
detriment to ratepayers because weather-related risks would be assuned by

rat epayers, and ratepayers are already able to levelize their paynents by entering
into a levelized paynent plan. The Commi ssion finds that approval of the WNC woul d
be a de facto abdication of the Conmission's responsibility to set rates. The fact
that the WNC technically adjusts volunes rather than rates does not cure this
fundanmental problem Thus, the Commi ssion will not approve the WNC.

B. Gas Safety Project Rider

MEE proposes a gas safety project rider (GSPR) to recogni ze gas safety program
expenditures in the cost of service on a nore expedited basis than through a
traditional rate case nechanism MGE naintains that this benefits custoners through
smal l er and | ess sharp rate changes, and benefits sharehol ders through a nmore tinely
recogni tion of these expenditures in cash earnings. MEE al so proposes an incentive
regulation rider (IRR) to replace, on an experinental basis, traditional rate cases.
The two riders are a package. The IRRissue is listed as issue VII.C. in this Report
And Order.

*32 MCGE proposes a GSPR which woul d cause rates to be adjusted annually to reflect
depreci ation, property taxes, and return on the safety plant additions. The GSPR is
pronpt ed by the Conmi ssion's enactnent of extensive changes to its gas safety rules
in 1989, five years before Southern Union acquired its Mssouri gas properties from
WRI. MCGE currently spends nore than $20 nmillion per year on safety |ine
repl acenents. Due to the magnitude of these costs and the fact that they reflect
repl acenent of existing pipes and not addition of new custonmers, tinely rate
recognition is essential to the financial well-being of MGE

The Staff points out that the Conm ssion has approved accounting authority orders
for MGE's as well as WRI's safety plant additions. M3E is seeking rate recovery of
those anmounts in this proceeding. In addition, MGE wants to replace the accounting
authority order process with the GSPR. Under the GSPR proposal, rates will
automatically increase annually follow ng a 45-day Staff review period, to reflect
t he revenue requirenent inpact of safety plant additions conpleted by March 31 of
each year. (Ex. 80, pp. 5-6). The GSPR annual rate change would reflect only the
revenue requirenent inpact of the gas safety program and would not reflect the
i mpact of any revenue requirenment changes related to other facets of MGE's
operations. (Ex. 80, p. 6). Under the proposal, the Staff would | ook only at the
prudence of the gas safety plant expenditures and the accuracy of MGE s cal cul ati ons
in deriving the proposed GSPR rate I ncrease anount during the 45-day revi ew peri od.
(Tr. 1401-1402). If the expenditures were found to be prudently incurred and MGE' s
cal cul ations found to be correct, rates would be automatically increased.

Staff, as well as OPC, argue that this would be unlawful single-issue ratenaking
insofar as it would be the isolated exanination of the prudence of the gas safety
expenditures. They maintain that the GSPR i gnores revenue requirenent changes in
other rate base itemns, including nonsafety plant additions, depreciation accruals,
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deferred inconme taxes, contributed plant, cash working capital, as well as changes
in the levels of revenues and nonsafety expenses incurred by the Conpany. (Ex. 80,
p. 7). Staff maintains that all of these events or transactions with potentia
revenue requirenent inpact nust be exam ned when considering a rate change based on
safety expenditures to deternmine if the actual revenue requirenment of MGE has
changed since the last tine rates were set for the Conpany. According to Staff, 45
days to examine the rate inpact is not sufficient for a reasonably conprehensive
review of all the relevant ratenaking factors. (Ex. 80, p. 7).

The Conmission will reject the GSPR because it would constitute unlawful single-

i ssue ratenaking. State ex rel. Uility Consuners Council v. Public Serv. Commin,
585 S.w2d 41, 49 (M. en banc 1979). In addition, the Commission will reject the
GSPR because 45 days is not sufficient tine for the Staff and Comm ssion to conduct
a thorough review of all relevant factors relating to gas safety investrments by the
Conpany, and the Comni ssion foresees the need for suspensions of GSPR adj ustnents
with drawn-out, fully litigated cases simlar to the current ACA process. For all of
t he above reasons, the Commission will reject MGE' s proposal for a gas safety
project rider.

C. Incentive Regul ation Rider

*33 MCGE proposes an incentive regulation rider (IRR) which would replace the
traditional ratemaking process used by the Comm ssion for gas corporations. Under
the IRR, MZE woul d share earnings with customers on a 50/50 basis where MGE's return
on equity is between 12.80 percent and 14.80 percent. MZE woul d share earnings with
customers on a 75-percent-to-custoners-and-25-percent- retained-by-Conpany basis
where MGE was achieving a return on equity in excess of 14.80 percent.

Staff recomrends that the Conmission reject MGE's | RR proposal for nunerous
reasons. Staff points out that incentive regulation has been approved by the

Conmi ssion for Southwestern Bell Tel ephone Conmpany and Uni on El ectric Conpany.
However, at the time of approval of incentive regulation for those conpanies, each
conpany had been achi eving an adequate | evel of earnings to support their operations
for sone tine prior to inplenentation of incentive regulation. Cobviously, as shown
in this case, MGE does not believe that its earnings are adequate. Staff w tness

A igschlaeger testified that:

[T]he root problemwith M3E' s incentive regulation proposal is that ME is trying
to reconcile its desire for incentive regulation with the fact that it is an
increasing cost utility that will require periodic rate increases on account of its
gas safety program anong other things. The need for frequent rate increase
intuitively does not tie into the normal conception of incentive ratemaki ng, wherein
a utility's ability to increase rates is generally restricted as part of the
incentive 'bargain'. MEE has tried to make the pieces fit together by proposing to
enhance its abilities to raise rates on an annual basis to cover increasing costs
through the GSR while availing itself of the opportunity to gain the benefits of
incentive regulation through the IRR The difficulty is that making incentive
regul ati on 'workable' for an increasing cost conpany in essence means skew ng
i ncentive regulation against the interests of its custoners, as MGE' s proposals in
this proceedi ng show.

(Ex. 80, p. 18).

Anot her concern expressed by Staff concerns the auditability of MGE s operations
under the IRR (Ex. 50, p. 11). Under the IRR reports would need to be filed on a
timely basis, neetings wth Conpany personnel would need to be conducted in a tinely
fashi on, and MGE' s books and records would need to be conpl eted accurately and on
time; based on the difficulty Staff experienced during the audit for this case,
these natters pose a significant concern. (Ex. 50, p. 11). Staff is also concerned
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about Conmi ssi on approval of an incentive regulation plan for a conmpany which has a
poor custoner service record, as shown in this case, and believes that these

probl ems need to be corrected before the Comm ssion considers giving the Conpany the
ability to retain excess profits as an incentive to performbetter. (Ex. 50, pp. 11-
12).

As stated before, the Conmi ssion has serious concerns about the adequacy of the
service provided by MGE to ratepayers. As pointed out by Staff wi tness Proctor, the
danger with allowing a | ocal distribution conpany to recover margin costs through an
i ncentive nechanismis that the quality of service to customers could be
substantially decreased as the local distribution company cuts its costs in an
effort to make additional profits. (Ex. 107, p. 3). The Commission will not approve
this type of incentive regulation for nongas costs for M3E, which could exacerbate
t he custoner service problens of MZE

D. Econom c Devel opnent Ri der

*34 This issue concerns the 'prospective tariff |anguage' aspect of the econonic
devel opnent rider (EDR). The issue is whether there should be changes nade to the
existing tariff |language. MGE filed a proposed tariff seeking to reduce the
percent age amount of the existing discounts. The changes would be as follows: In the
first year, from50 percent to 30 percent; in the second year, from40 percent to 25
percent; in the third year, from 30 percent to 20 percent; and in the fourth year
from 20 percent to 15 percent. The 10 percent amount in the fifth year would remain
unchanged. There have been no new custoners added to the EDR since Decenber 1994.
(Ex. 23, p. 6; Tr. 1609). Gllnore of MGE testified that recent changes in the gas
i ndustry, in his opinion, have nade EDRs serve very little, if any, purpose. (Ex.

31, p. 3). Gllnore comented that it was MGE's original intention to elinmnate the
EDR entirely, but he agreed to keep it in place as a result of requests fromloca
governments who view it as inportant to their efforts to attract new industry. (Tr.
1602). MGE states that since its shareholders are financing 75 percent of the

di scounts (if Staff and MGE's position on issue |.B. prevails), then MGE believes

t hat those sharehol ders shoul d have a very significant voice in being able to set
the I evel of discounts that they are funding. (Ex. 9, p. 6).

The Conmission finds that MGE' s position on this issue is reasonable. Therefore,
the Conmission will approve tariffs reflecting the changes proposed by MGE

E. Curtail nent Pl an
See issues VII.K and VII.L.
F. Facilities Extensions

This issue involves how nuch devel opers will be required to pay for main extensions
to new devel opnents. There is no revenue requirenent inpact associated with the
issue in this case. However, it presents a question as to what type of tariff
| anguage will be approved for future situations. The resolution of this issue wll
have an inmpact on future rates. MGE s proposal contenplates a case-by-case anal ysis
to be done in older to calculate the cost to be charged to developers for facilities
ext ensi ons.

The Devel opers want MGE to have an extension rule with specific dollar anobunts per

foot of pipe so it is easy for the Devel opers to cal cul ate how nmuch they have to
pay, and how nuch they nay get back as a refund when custonmers nove into the new
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hones. (Ex. 123, p. 6; Ex. 125, p. 11). The Devel opers' position is apparently quite
simlar to the current procedure, which resulted froma recent settlenment in a
conpl ai nt case (GC-96-287).

MGE naintains that the current policy causes customers who are currently on the
systemto cross-subsidize residential custoners in new subdivisions.

MGE has not provided evidence to substantiate its claimthat the current procedure
i mpl enented pursuant to the settlenent of GC 96-287 causes cross- subsidization to
the benefit of new residential subdivisions. The Commission finds that MGE' s
proposal to determne the investnment by real estate devel opers and mai n extensions
by an 'anal ysis' under Section 9.03 would grant too nuch discretion in M3E in
calculating investnments to be nade by real estate devel opers. Since MGE has not
provi ded sufficient evidence to justify nodification of the facilities extension
tariffs fromthe status quo, the Conmi ssion will not approve the facilities
extension tariffs. The Conm ssion would reconsider whether to approve a facilities
extension tariff that nodifies the per-foot charges for extensions if the proposa
is supported by conpetent and substantial evidence as to the per-foot charges.

*35 Wth respect to the revisions and clarifications suggested by Staff, the
Conmi ssi on suggests that MEE and Staff carefully discuss the terns of a proposed
facilities extension tariff prior to the filing thereof.

G Large Ceneral Service (LGS)

The issue identified as '1)' at page 56 of the Hearing Menorandum has been
resol ved. MGE acknow edged that the applicable section should continue to allow for
nonthly usage up to 3,000 ncf on this rate. (Ex. 32, p. 22).

The remaining issues relating to LGS appear bel ow.

1. Whether to Ofer Transportation Service to LGS Custoners Wthout Electronic Gas
Metering (EGV)

Transportation custonmers take on the responsibility of acquiring their own gas
supplies and having themtransported over one or nore interstate pipelines to the
MGE distribution system Sales custoners, on the other hand, do not have that
responsi bility because the local distribution company ensures that supplies are
avai | abl e for such customers. MGE proposes that LGS custoners noving to
transportation would not have to install electronic gas neasurenent (EGV devi ces.
El ectronic gas neters all ow usage neasurenent to be done renmotely at practically any
time and for the data to be available on a conputer bulletin board for M3EE and the
custonmer to access. This is in contrast to a gas neter w thout an EGM attachnent
where a human being nmust be dispatched to read and report back what is observed on
the dials. The current tariffed rate for EGMinstallation is approxi mately $5,000.
MEE has stated that it believes that a requirenment for EGM for LGS custoners would
likely make transportation service unecononical for them (Ex. 32, p. 23).

Staff is opposed to MEE offering transportati on without requiring EGM (Ex. 20, pp
11-16). MGE continues to support the Conmi ssion's decision to require EGM for Large
Vol ume Service (LVS) custoners. MEE contends that the use of EGMis not necessary
for LGS custonmers because LVS custoners nake up approxi mately 30 percent of the
t hroughput on the MGE system while the LGS class represents less than 5 percent of
MEE' s purchases for resale. (Ex. 70, p. 7). Langston testified that the LGS class is
a 'very small class of custoners that has very little inpact on MGE s overal
operations and represents an ideal test category for MGE to utilize in devel oping
alternatives for further unbundling activities. At this time, we do not think that
the lack of EGMwi Il present a problem but we won't know unless we try it, at |east
on an experinmental basis. ' (Ex. 70, p. 8).
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MGE di d not propose naking transportation services available to LGS custoners as a
test or experinent. However, MGE witness Langston said that MGE is not opposed to
the Conmission treating this as an experinment for a three-year period. (Tr. 1578-
1579).

Staff opposes the proposal without the requirenent of EGM because of the
detrinmental inpacts which will accrue to MGE's sal es custoners by the elimnation of
accountability and protections afforded by EGM Staff w tness Hubbs testified that
wi thout EGM for the LGS class, MGE will not have the ability to assign and bill
upstream costs to the transportati on custonmers who are responsible for causing M3E
to incur interstate pipeline costs and penalties, and that w thout EGM equi prent,
MZE wi Il have no effective nethod to assign such costs and penalties to the
appropriate custoners. (Ex. 28, p. 12).

*36 The Conmmi ssion will not approve transportation for LGS custoners w thout EGM at
this time as a result of the risk of unfair allocation of upstreamcosts and
penalties to other transportation custoners.

2. Wiether to Require a Warning to Transportation Custoners

Staff witness Hubbs has recommended that a warning be required in every
transportation contract. Hubbs is concerned primarily with smaller and | ess

know edgeabl e potential customers in the LGS class. (Ex. 28, p. 17).

The Conmission will not require this warni ng because the Comm ssion will not
approve LGS custoners' use of transportation service at this tinme.

3. Standby Sal es Service

This item has beconme nmoot because the Conmission is not authorizing MGE s proposal
to provide transportation services to the LGS cl ass.

4. \Whether to Incorporate LVS Transportation Tariff Provisions into LGS Tariff
Sheet s

This item shown at page 162 of the Staff's initial brief, has becone noot because
t he Conmission is not authorizing MGE s proposal to provide transportation services
to the LGS cl ass.

5. Whether to Inplenent Bal ancing Provisions for LGS Transportati on Customners

This item has beconme nmoot because the Conmission is not authorizing MGE s proposal
to provide transportation services to the LGS cl ass.

H Large Vol une Service (LVS)

1. Inmputation of Revenues for Custonmer Charges Relating to LVS Meters

MZE is not collecting custonmer charges on 70 neters of Large Vol une custoners in
cases where those neters were installed for the conveni ence of the Conpany.

This practice, begun by WRI, is based on an interpretation of the followi ng tariff
provi si on:

VWhen nore than one neter or nmetering facility is set at a single address or
| ocation for custoner's conveni ence, a separate custoner charge will be applicable
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for each neter or nmetering facility.

(Ex. 33, p. 3). MGE maintains that where the neter is set for MEE s conveni ence
rather than the custonmer's convenience, it is not appropriate that M3E charge for
those neters.

The Staff woul d have the Conmi ssion inpute revenues on these 70 neters even though
MGE is not collecting that noney.

The Conmission finds that MGE's interpretation of the tariff is reasonable and will
rule in favor of MGE on this issue.

2. Costs of LVS Custoner Switching Between Transportation and Sal es Service

Staff is opposed to the elimnation of the currently tariffed provision that

prohi bits an LVS custonmer fromswitching fromtransportation to sal es service
wi t hout paynment of certain costs. Staff recomends that this provision as quoted on
page 21 of Hubbs's rebuttal testinony be naintained, and MEE concurs inits reply
brief.

The Conmi ssion finds that the provision as quoted on page 21 of Hubbs's rebutta
testimony should be nmaintained to ensure that customers switching from
transportation to sales service pay appropriate costs.

3. Reduction of Commodity Portion of 'M ninmum Transportation Charge' from $0. 075
per ntf to $0. 005 per ncf

*37 MGE's witness Dennis G|l nore conducted a study through which he determ ned
that MGE should be allowed to reduce the conmodity portion of the m ninmum
transportati on charge as | ow as $0.005 per ncf.

Staff witness Hubbs testified that the current commodity flex rate is approxi mately
one-fourth of the commodity rate the Comm ssion has previously determ ned i s needed
to recover the cost of service for this class, and that the Conpany's proposal of
$0.005 per ncf is less than 2 percent of the currently effective, Conm ssion-
approved comodity rate and that, in his opinion, the Conpany's proposal would be
the sane as giving the service away. (Ex. 28, pp. 24-25).

The Conmi ssion finds that MGE has made a showing that its tariff should be anended
toallowit to reduce the commodity portion of the 'M ni num Transportation Charge'
to $0.005 per ncf and the Staff did not convincingly rebut MGE's position. The
Conmi ssi on recogni zed the regul atory probleminherent with flexdown provisions in
its decision in Case No. GR-95-160. (See Section |I.D., Flex Revenue, of this Report
And Order).

The Conmission will apply the standard established in GR-95-160 to MGE in future
rate cases. The Conmission will clarify, however, that the avoi dance of 'inm nent
by-pass' includes the loss of a customer because of a conpetitive alternative.

In MGE's next rate case, MGE should provide a current analysis of the necessity to
flex down to retain the custoners. Staff should review that anal ysis and make its
own determ nation of whether the flex down was necessary to retain the customers.
Staff is also expected to verify that the flex down arrangenent recovers the
variabl e costs associated with serving the custoners along with a reasonabl e
contribution to fixed costs.

As part of its conpliance filing, MaE s tariffs shall reflect the three- pronged
standard adopted by the Commission in Case No. GR-95-160 and reiterated here. The
tariff shall reflect that any special contract arrangenents: (1) were necessary to
avoi d i nmi nent bypass; (2) recover variable costs plus a reasonable contribution to
fixed costs; and (3) in instances involving affiliates, was at arm s | ength and
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flexes rates no | ower than necessary to neet relevant conpetition

|. Sales and Transportation Contracts

MZE proposes that a single formof contract be used rather than two forms. MGE
states the use of one form does not preclude a custormer fromtaking sales service,
transportation service or both. MGE proposes a reduction in the notice requirenent
fromone year to 180 days with regard to customer switches fromsales to
transportation service

Staff adeptly denonstrates that one effect of M3 s proposal would be the
imposition of a maxinmumdaily firmsales requirement which would Iimt the

avai lability of gas before sales custoners incur charges for unauthorized service.
(Ex. 28, p. 27). In addition, Staff states that MGE s proposed nodification of
Section 1.5 of the current tariff would allow MGE to wai ve netering and tel ephone
line installation charges at its discretion. Id.

*38 The Commission will not approve MGE's proposal to elimnate its 'form of
contract' on tariff sheets 32 and 35 on the basis of Staff's argunent.

J. Standby Sal es Service

The Conmission will not authorize M3E to provide this service because MGE has not
denonstrated that it can purchase the additional upstream capacity needed to provide
the service. (Ex. 28, p. 29).

K. As-Avail abl e Sal es Service, and L. Unauthorized Use Charges

M3EUA, UWKC/ JACOMD CMSU, and Mountain lron are all transporters of natural gas.
These parties have expressed concerns about MGE' s proposal in this case. During the
course of the hearing MGE w tness Langston and Staff wi tness Hubbs prepared a
docunent marked Exhi bit 156 which has been received into the record. Exhibit 156
reflects agreenent by Staff and MGE on the issues of the Curtail ment Plan (issue
7.5), As-Available Sales Service (issue 7.11), and Unauthorized Use Charges (issue
7.12).

The Conmi ssion has reviewed the portions of transcript relating to Exhibit 156 and
finds that the contents of Exhibit 156 reflect a reasonable resolution of issues
7.5, 7.11 and 7.12. (Tr. 1514-1550, 1562-1567).

M2UA has asserted that MEE has misapplied its own tariff provisions. If M3UA or any
ot her transporter believes that it has been harned by a m sapplication of MGE s
tariffs, such transporter may file a conplaint with the Conm ssion. In fact,
Mountain Iron has filed such a conplaint (Case No. GC-96-372).

M Fi nanci ng Advance for Construction

MZE states that this issue has been resolved. To i nplenent the resolution, ME wll
submt, as part of its conpliance tariffs, tariff [anguage which is sinmlar to that
contained in the direct testinony of Staff witness Flowers. (Ex. 83, pp. 14-15; Tr.
1707-1708) .

No Party has stated opposition to Staff's proposed tariff |anguage. This issue has
been resol ved.
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N. Service Initiation Charge

MGE has proposed to levy a service initiation charge in the amount of $20.00. MGE
contends that it has provided docunentation of the costs. (Ex. 31, Sch. DSG 1). MZE
asserts that it costs M3E $27.49 to performthe services necessary for a connection
or reconnection of service.

OPC maintains that MGE failed to provide support for the proposed charges despite
nunerous data requests from OPC

Staff recommends that the Commi ssion reject MGE's proposal to levy a $20.00 service
initiation charge. Staff witness Flowers testified that no other Mssouri utility
conpani es have such a charge and that MGE was unable to explain to Staff how this
proposed charge was determ ned. Al so, Staff witness Flowers testified that if the
Conmi ssi on decides to approve a service initiation charge, then the nonthly custoner
charge should reflect renmoval of these costs because these costs are 'presunably now
recovered fromthe customer charge.' (Ex. 83, p. 17).

The Conmi ssion has reviewed Schedule DSG 1 attached to GllInore's rebuttal
testimony. The Conmission finds that this schedul e does not provide adequate support
for inplenmentation of the $20.00 service initiation charge. Thus, this proposal 1Is
rej ected.

O Cdarification of Definitions

*39 MGE states that this issue has been resolved and to inplenent the resol ution,
t he Conmi ssion should order MGE to file, as part of its conpliance tariff filing, a
sheet containing the text of Exhibit 160.

Staff witness Flowers states that MGE's proposed definitions of custoners needed
clarification. (Ex. 83, p. 18). Staff states that it is willing to accept Exhibit
160 in resolution of the issue, and, since no other party took a position on this
i ssue, this should resolve the natter.

The Comm ssion finds that this matter has been resol ved and MGE shoul d f

ile, as
part of its conpliance tariff filing, a sheet containing the text of Exhi bi

t 160.

P. Levelized Paynent Pl an

MZE states that this issue has been resolved and to inplenent the resolution, the
Conmi ssion should order MGE to file as a part of its conpliance tariff filing a
sheet containing the text of Exhibit 161. (Tr. 1709).

Staff states that it is willing to accept Exhibit 161 in resolution of this issue.

JACOMY CvBU UMKC support the position of the Commission Staff. No other party
expressed a position on this issue.

The Commi ssion finds that this matter has been resol ved and MGE should file, as
part of its conpliance tariff filing, a sheet containing the text of Exhibit 161.

Q Unbundling of Transportation Services
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MEE states that no further unbundling of services beyond what it has proposed in
this case is appropriate at this tine.

M3UA opposes unbundling under the terns proposed by ME. M3UA nai ntains that al
transportation customers shoul d be provided access to the systemon a

nondi scrimnatory basis. In this proceeding, MGE has argued that EGMis not needed
for LGS custonmers that transport their own gas. M3UA argues that if EGMis not
required for LGS customers, then perhaps EGM should not be required for any
transportation custoners.

The EGM issue was fully litigated in GO 94-318 (Phase 1), and in that decision the
Conmi ssion explained why it agreed with Staff that EGV should be required for
transportation custoners.

JACOMO CvBU UMKC mai ntain that the cost of providing transportation service shoul d
be broken down into its conponents. They argue that transportation customers should
be allowed to purchase only the services that they request and not be required to
buy a bundl e of services, nany of which are unneeded, in order to get the services
t hey desire.

Staff's position is that no party to this proceeding, including M3, has proposed
unbundling of services with sufficient particularity to enable the Comission to
order unbundling based on the record before it. Staff opposes unbundling of
transportation services based on the record in this case.

The Conmission will not authorize the inplenentation of unbundling as proposed by
MGE because MGE s proposal is not supported by adequate evi dence of sufficient

saf eqguards for affected custoner classes. MGE argues that the Conmi ssion should

aut hori ze transportation for LGS custoners w thout the balancing benefits of EGV
because LGS volunes are smaller than LVS vol unes. The Commission will not adopt
MZE' s proposal based on the record before it. Furthernore, to achieve the

Conmi ssion's approval MGE s proposal nust include evidence of sufficient safeguards
for affected custoner classes.

R Disputed Bill Provision

*40 MAUA, JACOMD CVsBU UMKC and Mountain Iron contend that the Comm ssion should
order MGE to inplenent a 'disputed bill' provision for transportati on custoners. MGE
opposes inclusion of this |anguage for several reasons, arguing that there has never
been a denonstrated need for this type of provision

The Conmi ssion has nandated a set procedure for bill disputes involving residential
custonmers (4 CSR 240-13), which is reflected in the tariffs of every gas, water

el ectric and sewer conpany regul ated by the Conmi ssion. MGE nmintains that
transportation custoners do not need the |l evel of protection afforded residential
custonmers because they are capable of 'fending for thenselves.' (Ex. 32, p. 22). MEE
further argues that the ability of transportation customers to file a conplaint

agai nst MGE before the Conmi ssion with respect to disputes gives MGE an incentive to
resol ve disputes. MEE references actions it took in connection with a pending

conpl aint case filed by Muntain Iron (GC96-372). MEE further argues that if the

Conmi ssion favors disputed bill provisions for nonresidential custoners, it should
consider it on an industry-w de basis by proposing an anmendnent to 4 CSR 240-10. 040
so all interested parties have an opportunity to conment. MGE points out that the

proposed | anguage requires subm ssion of disputes for private arbitration

Staff agrees with MGE that commercial and industrial custoners already have
adequate protection in this regard. (Ex. 31, p. 18).
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The Conmission finds that it would not be appropriate to order MGE to inplenent a
di sputed bill provision for nonresidential customers because M3UA' s proposa
contenpl ates tariff |anguage that permits subm ssion of these disputes for private
arbitration, which would cause a conflict between the Comm ssion's conplaint
jurisdiction (Section 386.390, R S. M. (1994) and 4 CSR 240- 2.070) and the tariff
provisions. If this type of requirement is appropriate, it should be pronul gated
through a formal rul emaking procedure, not in a conpany-specific rate case.

S. Payment of Interest on Customer Funds Held by Conpany

JACOMY CvBU UMKC recomend that the Conmission require MGE to amend its tariff to
require MGE to pay interest on refunds due to overcharges. JACOMY CVMBU UMKC ar gue
that if MGE realized it may have to pay interest on overcharges, it may be nore
inclined to resolve bona fide disputes nore expeditiously. They contend that without
a disputed bill provision or a requirenent to pay interest, custonmers are not on a
| evel playing field when it conmes to resolving bona fide disputes. Mountain lron
supports JACOMD CVMSU UMKC on this issue

MZE mai ntains that there is no evidence of any intentional overcharges to warrant
JACOMY CvBU UMKC' s proposal . MGE further contends that a requirenent that MGE pay
interest on refunds due to overcharges will increase the cost of service ultimtely
borne by the body of ratepayers.

Staff took no position on this issue.

The Conmi ssion finds that the evidence does not support a conclusion that
overcharges have occurred with regard to CMSU. The Commi ssion finds that the record
before it does not justify inplenentation of interest charges on overcharges.

T. Refund of Costs of Electronic Meters

*41 JACOMOD CMSU UMKC and Mountain Iron propose that the Conmmi ssion order MGE to
change its tariff to provide a refund of EGV charges in the event that tariff
changes nmake it uneconomi cal for a customer to continue transportation service.
These parties argue that transportation custoners who rely on MGE's previous tariff
shoul d not be penalized because M3E decides to change the tariff and, therefore,

t hese transportati on custoners should receive a refund.

MEE states that the Comm ssion has al ready turned back attenpts in Case No. GO 94-
318 to elimnate the requirenent of EGM MGE states that the potenti al
transportati on customer makes a busi ness decision as to whether to take
transportati on service or be a sales custoner of MGE. The $5,000 cost of EGMis not
held by MGE. These funds are spent to cover the neter installation costs for that
customer. MGE states that if the Conmission were to rule that after the equipnent is

installed, MGE will have to refund these ambunts when a custonmer sw tches back to
sales service, it will be an expense for MGE not presently reflected in costs and to
the extent MGE is allowed to recover the expense in future rates, it will have to be

borne by ot her custoners.

Staff states that no party has alleged that MEE charged nore than all owed under its
approved tariff. Staff maintains that the inposition of a required refund woul d be
of questionable validity and could be construed as a prohibited retroactive
adj ust ment .

The Conmission reiterates that EGM for transportation custoners is an essenti al
conponent of a properly functioning market with regard to multiple entities using
MEE' s systemto transport gas because EGM provides data to M3E to ensure that
transporters are in bal ance.
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Certain classes of natural gas custoners nay decide to be a transportation or sales
customer. The cost to install EGMis properly borne by the transportation custoners
for whomthe EGM equi pnent is necessary. The Commission finds in favor of M3E and
Staff on this issue.

U. Shi pper Tradi ng

The Conmission fails to discern any proposed benefit to M3E or its gas users by
i mpl enentati on of a shipper trading proposal simlar to that stated in the Hearing
Menor andum

| mpl enent ati on of the proposal would violate the burner-tip bal anci ng agreenent
between Wl lianms Natural Gas Conpany (WNG and MGE. Furthernore, as denonstrated by
MEE witness Gllnore, inplenmentation of this proposal would result in system control
being transferred fromM3E to a group of shippers. The systemcontrol nust remain in
the hands of MGE. (Ex. 32, p. 31.) Approval of Muntain Iron's shipper trading idea
woul d be, in all probability, an abdication by the Conm ssion of its duty to ensure
safe and adequate service by gas corporations. Section 393.130.1, R S. M. (1994).
Finally, the Conm ssion sees no conpetent and substantial evidence in the record to
support the shipper trading idea.

For all these reasons, the Commission will not order inplenentation of the shipper
tradi ng idea.

VIIl. Certificated Areas

*42 MGE has conmitted to file tariff sheets with netes and bounds descriptions and
maps showing certificated service areas in the State of Mssouri by February 28,
1997. (Tr. 1738-1739). This commi tnent by MGE adequately addressed Staff's concern
on this issue. (Staff Initial Brief, p. 183).

The Conmission finds that this issue is resolved by virtue of MGE's commitnent to
file the requested tariff sheets by February 28, 1996.

Concl usi ons of Law

The M ssouri Public Service Conm ssion has arrived at the followi ng conclusions of
I aw.

M ssouri Gas Energy, a division of Southern Union Conpany, is an investor- owned
public utility engaged in the provision of natural gas service in the state of

M ssouri and, therefore, subject to the jurisdiction of the Mssouri Public Service
Conmi ssi on under Chapters 386 and 393, R S. M.

I T 1S THEREFORE ORDERED:

1. That pursuant to the findings of fact and conclusions of law in this Report And
Order, the proposed tariff sheets filed by Mssouri Gas Energy, a division of
Sout hern Uni on Conpany, on March 1, 1996 are hereby rejected.

2. That pursuant to the findings of fact and conclusions of lawin this report And
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Order, the proposed substitute tariff sheets filed by Mssouri Gas Energy, a
di vi si on of Sout hern Uni on Conmpany, on March 11, 1996 are hereby rejected.

3. That M ssouri Gas Energy, a division of Southern Union Conpany, is hereby
authorized to file, inlieu of the rejected tariff sheets, for approval of the
Conmi ssion, tariff sheets designed to increase gross revenues, exclusive of any
applicable license, occupation, franchise, gross receipts taxes, or other sinilar
fees or taxes, by the ampunt of $7,527,513 for natural gas service rendered inits
M ssouri service area on an annual basis over its current revenues.

4. That the tariffs sheets to be filed pursuant to this Report And Order shall
beconme effective for natural gas service rendered on and after February 1, 1997.

5. That the Stipulation And Agreenent filed by M ssouri Gas Energy, the Gty of
Kansas City, Mssouri, the Ofice of the Public Counsel and the Conmission's Staff
on Cctober 30, 1996, relating to an experinental weatherization programand the
Amendnent thereto filed on January 3, 1997 are hereby approved. (Attachnents A and
B, respectively).

6. That Case No. GC-96-402 be cl osed pursuant to the terns of Attachnment C.

7. That the Stipulation And Agreenent filed by the Mdwest Gas Users Associ ation,
University of M ssouri-Kansas City, Central Mssouri State University, Jackson
County, Mssouri, the Ofice of the Public Counsel and the Commission's Staff on
Cct ober 30, 1996, relating to class cost of service and related revenue shifts, is
not approved.

8. That the Mdtion For Variance From Protective Order filed by Mssouri Gas Energy,
a division of Southern Union Conpany, on Cctober 17, 1996 is hereby granted.

9. That the Supplement to Exhibit 111 filed by M ssouri Gas Energy, a division of
Sout hern Company, on January 3, 1997, be received into the record.

10. That the Motion For Adnmission O Late-Filed Exhibit filed by Mssouri Gas
Energy, a division of Southern Conpany, on January 6, 1997, be deni ed.

11. That late-filed Exhibits 113, 114, 115, 116, 117, 120, 163, 163HC, 164, 171,
172, 173, 174, 179 and 179HC be received into the record.

12. That the conpl eted Revenue Requirement Scenario filed on January 10, 1997 shall
be received into the record as Exhibit 180 (Attachment E).

13. That those notions and objections not specifically ruled on in this order are
her eby deni ed or overrul ed.

14. That this Report And Order shall becone effective on the 1st day of February,
1997.
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*43 (SEAL)
Dated at Jefferson City, Mssouri, on this 22nd day of January, 1997.

Attachnent A

Stipul ation and Agreenent

The undersi gned parti es have reached agreenent on the follow ng general principles
of settlenent to resolve the issue denom nated as Experinental Watherization
Programin the Hearing Memorandumin this proceeding and to provide for the

di smissal with prejudice of the conplaint of the Ofice of the Public Counsel in GC
96- 402.

I . REVENUE COWM TMENT

The Conpany is agreeable to providing $250,000 annually for this programso |ong as

the Conm ssion will include a $250,000 anmount specifically for the programin the
revenue requirenent in this case. As long as that anount is included in the rate
| evel authorized for Mssouri Gas Energy, MGE will provide that amobunt to the Cty

of Kansas City annually. The stipulation and agreenent will contain a provision that
reads substantially as follows:

The parties agree that the Comm ssion should include a $250, 000 armount for the
experinmental weatherization programin Case No. GR96-285. So |ong as that amount is
included in the rate | evel authorized for MGE, ME will provide that anbunt to the
Cty of Kansas City annually (the programfunds) for the weatherization grant and
| oan program The parties agree that the program should continue for a period of at
| east two years from February 1, 1997. MGE' s obligation to provide the $250, 000
annual paynment ceases when that anount is no longer reflected in the rate | evel
aut hori zed by the Conmi ssion.

1. PROPCSED TARI FF

EXPERI MENTAL WEATHERI ZATI ON PROGRAM

Description and Availability: In accord with this tariff, and pursuant to the terns
and conditions of a stipulation and agreenent (pertaining to the experinental

weat herization progran) filed and approved in Case No. GR-96- 285, the Conpany will
provi de $250, 000 annual |y (the program funds) for an experinmental residential

weat herization grant and | oan program including energy education, primarily for

| ower incone custoners. The programwi ||l be administered by the City of Kansas City,
M ssouri pursuant to a witten contract between the City and MGE which will take
effect after it is approved by the Comrission. MGE and the City will consult with
Staff and OFfice of the Public Counsel prior to execution of the contract and its
subm ssion to the Commission. Wiile it is experinental, the programwll be limted
to existing | owinconme to mddle-incone (as defined by the Ofice of Managenent &
Budget (OVB)), M ssouri Gas Energy (MSE) residential customers within Cay, Platte,
and Jackson Counties in M ssouri.

Pur pose: This programis intended to assist customers through conservati on,
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education and weatherization in reducing their use of energy and to reduce the |evel
of bad debts experienced by the Conpany.

Terns and Conditions: Unless specifically exenpted in any of the followi ng terms
and conditions the following terms and conditions, at a m ninmum shall be included
in any agreenent between MGE and the City of Kansas City concerni ng adm nistration
of the program

*44 1. The programw || offer a conbination of grants and interest rate subsidies

based upon the eligible custoner's incone and famly size. The programw || be
primarily directed to | ower incone custoners with high usage and/or bad debts. 2.
The total anopunt of |oans and grants offered to a custonmer will be determ ned by the

cost-effective inprovenents that can be made to a custoner's residence, which shal
not exceed $3,000, and is expected to average $1,750. 3. Program funds cannot be
used for administrative costs except those incurred by the City of Kansas City that
are directly related to qualifying and assisting custoners under this program The
amount of rei nbursable admi nistrative costs per participating household shall not
exceed $300 for each participating household. 4. Loans to custoners under this
programwi || be adninistered by participating banks. In no event shall a custoner's
performance with respect to a | oan under this paragraph be used as a basis for
receiving or continuing utility service fromthe Conpany. The Conmpany shall not be
required to buy back or otherw se pursue collection on the non-performng | oans. 5.
The City of Kansas City and the Conpany both agree to consult wth Staff and Public
Counsel (and any other party agreeable to Conpany, Staff, Public Counsel and the
City) during the termof the program 6. A Programparticipant's bill will not be
cal cul ated using an estimated neter read. |f the Conpany regularly experiences
difficulties obtaining regular neter reads, the Conpany will install on the neter
and utilize a renpte reading attachnment. Notw thstanding the general terns and
conditions for gas service, tariff sheet nunbers R 41 and R-42, Section 5.05, the
attachments shall be installed with an initial installation cost as specified in

t hose sheets to be recovered by the Conpany from program funds. The currently
approved anount is $50. The initial installation cost will be a deduction to any
paynment due the City of Kansas City pursuant to the aforesaid agreenment. The Company
shall not utilize programfunds to recover other costs of renmpte nmeter reading

devi ces. The Conpany wi ||l provide docunentation to the City of Kansas City on any
such installations. 7. This programw || continue until the effective date of an
order of the Conmmission in the Conpany's next general rate case, unless otherw se
ordered by the Conmission. Wth the prinmary assistance of the City of Kansas City,

t he Conpany shall submit a report on the programto the Staff, and Public Counsel on
or before April 15, 1998 and on the sane date in 1999 and for each succeedi ng year

i n which the program conti nues. Each report will address the progress of the
program and provide an accounting of the funds received and spent on the program by
the City. The report shall be subject to audit by the Conmmi ssion Staff and Public
Counsel . To the extent that $250,000 exceeds the total cost expended by the City on
the program the amount of the excess shall be 'rolled over' to be utilized for the
weat herization programin the succeedi ng year, excepting that if there is an excess
at the tine the programterm nates, the anbunt of excess shall be transnmitted to
MEE. MGE thereafter shall credit the ambunt of the excess to its refund account
under the experinental gas cost incentive nechanismand flow that excess back to
rat epayers under that nmechanism To the extent that there is any 'excess' resulting
fromthe suppl emental paynents by the Conpany of the $140,000 referred to herein

t hose amounts shall be refunded In the sane manner

*45 Each of the above-referenced reports shall contain the follow ng information
about each home weat herized. The party responsible for the preparation of the

infornation is designated in parentheses by each item KC refers to the Gty of
Kansas City and MGE refers to the Conpany.

A. Denographics
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1. Customer nane (KC, to be verified by M3E) 2. MGEE account nunber (M3E) 3. Hone and
wor k phone nunber (KC, to be verified by MGE) 4. Street address, city, county, zip
(KC, to be verified by MaE) 5. Goss nonthly incone (KC 6. Type of income (social
security, wages, other) (KC 7. Famly size (KO

a. Nunber of elderly over 60 (KC) b. Nunber of disabled (KC c¢. Nunber of children
under 5 (KC

8. Type of dwelling unit (KC 9. Nunber of roons (KC
B. Gas Usage (MG3E)

1. Actual usage history two years prior to weatherization (reported monthly). (M3E)
2. ldentify actual nmonthly usage after weatherization for at |east 24 nonths. (MGE)

C. Payment History (M3E)

1. Billed dollars (M3E) 2. Arrears dollars (M3E) 3. Paynent history, including
paynment history codes (D, RR N, L, P, etc.) (M3E)

D. Weat herization Cost for Each Program Partici pant (KC)

1. Initial visit date (KC 2. Audit date (KC) 3. Wite bid date (KC) 4. Complete bid
date (KC) 5. Award bid date (KC) 6. Watherization date (KC) 7. Technical assistance
(KC 8. Installer cost (KC 9. Supplenental funding for contract costs (Sources
specified) (KC 10. Total costs of D. (KC

E. Education (KC

1. Specify and descri be education program (KC) 2. Report education provided to
i ndi vidual participants (KC

F. Contractor |nvoices (KO

8. MGE will grant City access to programrequired customer information in connection
with the preparation and subm ssion of these reports to the extent participants
consent to the provision of the informati on. The Conpany, with data or reports
provided by the City of Kansas City, shall also submt a report to Staff and Public
Counsel reporting weatherization activity each quarter.

This report will be due on the tenth cal endar day of the second nmonth follow ng the
guarter for which weatherization activity is being reported. The first quarter
subject to this reporting requirenent shall be the quarter beginning April 1, 1997.

Each quarter update report shall contain:
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A. Total hones weatherized at begi nning of quarter and during quarter; B. Tota
honmes in progress at end of quarter; C Expenditures per program participant; and D
Total nopnies spent on program

9. An independent consultant selected by the City of Kansas City, and the Conpany,
with concurrence of Public Counsel and Staff, will evaluate the cost effectiveness
of the Program The consultant's services shall be governed by a witten contract
and the scope of work in the contract will include, but will not be linmted to,
those matters |isted bel ow

A. | npact of energy usage

1. Weat herization neasures 2. Education

B. Inmpacts of weatherization and education

1. Changes in energy usage (gas and el ectric) and correspondi ng energy costs. 2.
Changes in confort, safety, etc. 3. Changes in bad debt expense, collection expense,
etc.

*46 The Conpany will award the contract, with consent of the City, the Staff and
Public Counsel, on or before February 1, 1997 unl ess such deadline is extended by
t he Conmi ssion for good cause shown. If a decision as to the awardee for the
contract is not finalized by February 1, 1997, or the date to which the award date
has been extended, the Comm ssion may, at its option select the consultant.

The Conpany, with the assistance of the City of Kansas City, shall continue to
collect data for this group of participants and any additional participants of the
plan for 24 nonths after term nation of the experinental weatherization program At
that point, the Conpany, with the assistance of the City of Kansas City, wll
provi de weat her nornalized gas usage for each participant of the program The
Conpany shall utilize the weather normalization nethod utilized by the Conmission in
Case No. GR-96-285.

10. MGE will provide the City or the consultant on a tinely basis all information
within its possession, custody or control that is necessary for the preparation of
the reports and studies required by the contract between the City and MGE or MEE and
the consultant. MGE will retain final responsibility for submittal of the report(s),
required for submittal under this tariff but is not responsible for any failure of
the City of Kansas City to provide data in the possession of the City. MGE shal

provi de appropriate notices to the Gty of Kansas City as to the applicable

deadl ines for the reporting to the Conm ssion and provide copies of such rem nder
letters to Staff and Public Counsel. 11. MEE and City Agreenent: Staff, Public
Counsel, the Cty and MGE agree that any controversy, conplaint, claimor dispute
arising out of or relating to the agreement between the Gty and MGE shall be
settled by compul sory arbitration before the Comri ssion. Staff, Public Counsel, the
Cty or MGE nay file a request for such arbitration in accord with Comi ssion rules
or an agreed upon procedure. If no procedure is provided in the rules or agreed to
within 30 days of the request, then the sane shall be governed by the rules of the
American Arbitration Association. Pending the outconme of the arbitration, and unless
ot herwi se ordered by the Commi ssion, MGE may withhold fromthe City so much of the
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program fund installnent(s) owed under the agreenent that are relevant to the
di spute, or otherwi se so nuch of the programfunds that will protect MEE s
i nterests.

I11. Dismssal of the Conplaint

The parties agree that in return for the follow ng prom se by MGE, the Public
Counsel shall dismss its conplaint in GC96-402 with prejudice: M3E agrees to
augnent the nonthly anount as provided by in the tariff sheet by contributing

addi ti onal nmonthly paynents in equal anpbunts over 36 nmonths for a total suppl enental
payment of $140,000. The consul tant contract paynents will then be deducted fromthe
total program anount.

V. Representation by City of Kansas City

The City of Kansas City represents that it will tinely provide the information and
reports set forth in the tariff, the contract between the City and M3, and in this
agreenent .

V. O her Provisions

*47 This Stipulation and Agreenent has resulted from extensive negotiations anong
the signatories and the terns hereof are interdependent. In the event the Conm ssion
does not approve and adopt this Stipulation and Agreenent in its entirety, then this
Stipulati on and Agreenent shall be void and no signatory shall be bound by any of
t he agreenents or provisions hereof. None of the signatories to this Stipulation and
Agreenent shall have been deened to have approved or acqui esced in any ratenaki ng or
procedural principle, any nethod of cost determ nation or cost allocation, or any
service or paynent standard, and none of the signatories shall be prejudiced or
bound in any nanner by the terms of this Stipulation and Agreenent in this or any
ot her proceedi ng, except as otherw se expressly specified herein. Respectfully
submtted, Gary W Duffy MBE #24905 Brydon, Swearengen & England P.C. P.O Box 456
Jefferson City, Mssouri 65102-0456 Attorneys for MSE Douglas E. Mcheel MBE #38371
Ofice of the Public Counsel P.O Box 7800 Jefferson City, MO 65102 Attorney for the
Ofice of the Public Counsel Thomas R Schwarz, Jr. MBE #29645 Seni or Counsel
M ssouri Public Service Conmission P.O Box 360 Jefferson City, MO 65102 Attorney
for the Staff of the Mssouri Public Service Commi ssion Mark W Conl ey Newnan,

Coml ey and Ruth P.C. 205 East Capitol Avenue Jefferson City, MO 65102 Attorney for
the City of Kansas City

Attachnent B

AMENDMENT TO STI PULATI ON AND AGREEMENT

The interested parties to the issue denoni nated as Experinental Watherization
Programin the Hearing Menmorandumin this proceeding entered into and filed with the
Conmi ssion a Stipulation and Agreenent to resolve this issue and to provide for the
di smissal with prejudice of the conplainant of the Ofice of the Public Counsel in
GC- 96- 402.

Paragrah 9 of the Proposed Tariff included within the Stipulation and Agreenent
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provi ded that a consultant would be retai ned by MGE by February 1, 1997. It is been
agreed by the parties to the Stipulation and Agreenment that the date for the award
of contract provided for in paragraph 9 of the Proposed Tariff should be extended
until May 1, 1997.

Therefore, the Stipulation and Agreenment is hereby anmended to extend the date of
award of the consultant contract in Paragraph 9 of the Proposed Tariff from February
1, 1997 to May 1, 1997.

Al'l other provisions of the agreenent shall renmain unchanged. Respectfully
submtted, Gary W Duffy MBE #24905 Brydon, Swearengen & England, P.C P.O Box 456
Jefferson City, Mssouri 65102-0456 537/ 635-7166 ATTORNEY FOR MGE Mark W Conl ey,
MBE #28847 Newman, Coml ey and Ruth P.C. 205 East Capitol Avenue Jefferson City,

M ssouri 65102 573/ 634-2266 ATTORNEY FOR THE CITY OF KANSAS CITY R Blair Hosford,
MBE #21775 Assistant General Counsel Thomas R Schwarz, MBE #29656 Seni or Counse

M ssouri Public Service Conmi ssion P.O Box 360 Jefferson City, MO 65102 573/751-
8702 ATTORNEYS FOR THE STAFF OF THE M SSOURI PUBLI C SERVI CE COW SSI ON Dougl as E
M cheel , MBE #38371 The O fice of the Public Counsel P.O Box 7800 Jefferson City,
M ssouri 65102 573/ 751-5560 ATTORNEY FOR THE OFFI CE OF THE PUBLI C COUNSEL

CERTI FI CATE OF SERVI CE

*48 | hereby certify that copies of the foregoi ng have been mail ed or hand-
delivered to all counsel of record as shown on the attached service list this 3rd
day of January, 1997. Signature

Attachnment C

Stipul ati on and Agreenent

The undersigned parties have reached agreenent on the follow ng general principles
of settlenent to resolve the issues of Cost of Service and the related revenue
shifts which resolves issues 6.1.1 Allocation of Costs for Services, Mters, and
Regul ators; 6.1.2 Allocation of Costs for Mains; 6.1.3 Oass Cost of Service
Results; and 6.2.4 Cass Rate Increases as delineated in the Hearing Menorandum
filed in this proceeding. This Stipulation does not include |ssue 6.2.2 Custoner
Charges. The parties reserve the right to cross exam ne w tnesses on the issues
settled in this Stipulation and Agreenent for the limted purpose of the use of
those costs in the custoner charges and not to question w tnesses on the settled
i ssues.

CCST OF SERVI CE CLASS REVENUE SHI FT

The parties agree that the cost of service class revenue shift issue will be
settled in the foll ow ng manner:

a. If the Conm ssion determ nes that the revenue requirenent increase should be
at the Staff's mdpoint ($6,096,685) in the revised reconciliation from October 18,
1996 then prior to any rate increase the followi ng class revenue shifts will be
made: $1,788,727 will be shifted to the residential class and the sum of the
revenues for all other classes conbined will decline by this anpbunt. Any revenue
shifts fromthe other classes nade possible by the increase to the residential class
will be spread anbng the non-residential classes so that their class revenue
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requi renents decrease by equal percentages. b. If the Conmm ssion determ nes that the
revenue requirenent increase should be sone ambunt greater than $6, 096, 685 then the
revenue shift to the residential class will decrease by one fifth of the revenue
requi renent increase above $6, 096, 685 to, but not beyond, the point where the shift
to residential class becones zero. If the Conmi ssion determ nes that the revenue
requi renment increase should be sonme anmpbunt | ess than $6, 096, 685 then the revenue
shift to the residential class will increase by one fifth of the difference between
t he Conmi ssi on determ ned revenue requirenment and $6, 096, 685 to, but not beyond, the
poi nt where the revenue requirenent change becones zero. c. In the event that the
Conmi ssion determines that MGE did not neet the condition specified in paragraph 7
of the Stipulation and Agreement approved in Case No. GV 94-40 for filing a rate
case, then no class revenue shift shall be made in this docket. This agreenent
reflects the rate inpact concerns shared by all of the undersigned parti es.

OTHER PROVI SI ONS

This Stipulation and Agreenment has resulted from extensive negotiations anong the
signatories and the terns hereof are interdependent. In the event the Conm ssion
does not approve and adopt this Stipulation and Agreenent in its entirety, then this
Stipul ati on and Agreenent shall be void and no signatory shall be bound by any of
t he agreenents or provisions hereof. None of the signatories to this Stipulation and
Agreenent shall have been deened to have approved or acqui esced in any ratenaki ng or
procedural principle, any nethod of cost determ nation or cost allocation, or any
service or paynent standard, and none of the signatories shall be prejudiced or
bound in any nanner by the terms of this Stipulation and Agreenent in this or any
ot her proceedi ng, except as otherw se expressly specified herein

*49 In the event the Conm ssion accepts the specific terns of this Stipulation And
Agreenent, the parties waive their respective rights to cross- exam ne w tnesses and
to present oral argument and witten briefs pursuant to Section 536.080.1 RSMb 1994;
their respective rights to the reading of the transcript by the Conm ssion pursuant
to Section 536.080.2 RSMo 1994; and their respective rights to judicial review
pursuant to Section 386.510 RSMb 1986. In the event that the Comm ssion does not
accept this Stipulation and Agreenent, the undersigned parties believe it would be
appropriate to conduct cross-examnation and to brief this issue in order to devel op
a full record on which the Conm ssion can base its decision. Respectfully submtted,
Penny G Baker M ssouri Bar No. 34662 P.O Box 360 Jefferson Cty, MO 65102 573/751-
6651 573/ 751-9285 (fax) ATTORNEY FOR THE M SSOURI PUBLI C SERVI CE COMM SSI ON  Stuart
W Conrad M ssouri Bar No. 23966 3100 Broadway Kansas City, MO 64111 816/ 753- 1122
816/ 756-0373 (fax) ATTORNEY FOR THE M DWEST GAS USERS ASSCCI ATI ON Dougl as E
M cheel M ssouri Bar No. 38371 P.O Box 7800 Jefferson City, MO 65102 573/ 751-5560
573/ 751- 5562 (fax) ATTORNEY FOR THE OFFI CE OF THE PUBLI C COUNSEL Jerem ah Fi nnegan
M ssouri Bar No. 18416 3100 Broadway, Suite 1209 Kansas City, MO 64111 816/ 753-1122
816/ 756- 0373 (fax) ATTORNEY FOR UNI VERSITY OF M SSOURI - KANSAS CI TY, CENTRAL
M SSOURI STATE UNI VERSI TY AND JACKSON COUNTY, M SSOUR

CERTI FI CATE OF SERVI CE

| hereby certify that copies of the foregoing have been mail ed or hand- delivered
to all counsel of record as shown on the attached service list this 30th day of
Oct ober, 1996.

Attachnent D

For i medi ate rel ease Cctober 21, 1996
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The Federal Reserve Board today approved the use of certain cumulative preferred
stock instrunments in Tier 1 capital for bank hol di ng conpani es.

These instruments, which are marketed under a variety of proprietary nanes such as
M PS and TOPRS, are issued out of a special purpose subsidiary that is wholly owned
by the parent conpany. The proceeds are lent to the parent in the formof a very
| ong-term deeply subordi nated note.

Bank hol di ng conpani es seeking to issue such securities should consult with their
District Federal Reserve Bank. Such arrangenments, which give rise to minority

i nterest upon consolidation of the subsidiary with the parent hol di ng conpany,
normally will be accorded Tier 1 capital status. Mnority interest in consolidated
subsi diaries generally qualifies as Tier 1 capital under the Board's current capita
adequacy gui del i nes for bank hol di ng conpani es.

To be eligible as Tier 1 capital, such instrunents must provide for a mninumfive-
year consecutive deferral period on distributions to preferred shareholders. In
addition, the interconpany |oan nmust be subordinated to all subordi nated debt and
have the | ongest feasible maturity.

The amount of these instruments, together with other cunulative preferred stock a
bank hol di ng conpany may include in Tier 1 capital, is limted to 25 percent of Tier
1. Like other preferred stock includable in capital, these instrunents require
Federal Reserve approval before they nmay be redeened.

Attachnent E

*50 REVENUE REQUI REMENT SCENARI O RECONCI LI ATI ON

Jefferson Cty, Mssouri January 10, 1997

Cener al Notes

1. The val ue of each rate base issue has been cal cul ated using grossed-up for tax
rates of return based on the various rates of return specified in the Comm ssion
scenario request. The grossed-up rates are 11.50% 11.79% 12.08% and 12.31% based
on OPC s recommended ROE, Staff's low end, Staff's mdpoint and MGE' s RCE
respectively. 2. The value of Item #30 Rate of Return is calculated using MGE's rate
base and the grossed-up rates of return noted in footnote 1 above. 3. Starting from
a Conpany position of $34,390,502 allows for recovery in rates of $659.137 in what
has previously been referred to as unreconciled differences. Each party's position
regarding this issue is discussed in recently filed notions before the Comm ssion
If the Conm ssion accepts Staff's position, $659, 137 nust be renmoved fromthe
revenue deficiency on all revenue requirenent cal cul ations shown on the Scenario
sheet. If the Commi ssion accepts MEE's position, the revenue requiremnent
cal cul ati ons are correct as shown.

MGE Notes to Response to Conmi ssion Revenue Requirenent Scenario

1. The Staff has provided the Conmmi ssion with two alternatives on the carrying
cost rate, alternatives which affect items 22 and 25.
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a. The first alternative is the Conpany's AFUDC rate. The revenue requirenent inmpact
is shown on the attached scenario sheet in itens 22 and 25. This recomendati on
woul d require MGE to wite-off $5,990, 333 of previously reported earnings. b. A
second alternative is to use the Conpany's approved rate of return in this case and
the AFUDC rate on a going-forward basis.

As stated in Staff's initial brief, '"In the alternative, if the Commi ssion w shes
to avoid a major wite-off by M3E, but otherw se agrees with Staff's position on
this issue, the Staff recomends the Comm ssion order the Conpany's approved rate of
return in this case as the deferred carrying charge for the construction in this
proceedi ng and the Conpany's AFUDC rate as the deferred carrying charge on a
prospective basis' (Staff Initial Brief, pp. 101-102). The followi ng table provides
guantification of the revenue deficiency effect of Staff's alternative
recomendati on. The table shows the alternative adjustnent that woul d be appropriate
for lines 22 and 25 in the Scenari o sheet attached. In addition, the Iine 'Required
earnings wite-off' is the anount of MGE' s previously reported earnings that would
have to be witten off depending on which carrying cost rate is approved by the
Commi ssi on.

Al ternative
Carryi ng Cost
Rat es

(Underlyi ng ROE
in

par ent hesi s)
9.28% 9.46% 9.64% 9.78%

AFUDC (10.75% (11.3% (11.83- (12.25-
% %
Revenue Effects of
Di fferences between
Conpany' s
Current Position and
Scenari o
Item 22 | ncone Tax Scenar -
adj ust ment - Nondeducti bl e io
Sheet (245, 6- (254,805) (263,9- (271, 0-
99) 41) 48)
SLRP
Item 25 Carryi ng Cost Scenar - (146,630) (128,7- (109,8- (94,47-
io 84) 78) 5)
Sheet
Requi red Ear ni ngs
write-off (5, 990- (1,729,064) (1,517- (1,306- (1, 141-
, 333) , 645) , 229) , 785)

*51 2. MGE agrees with OPC Notes 1 and 2.
OPC Notes to Response to Conmi ssion Revenue Requirenment Scenario

1. Item #32 -- Adverti sing.
Footnote B. The correct anpunt of duplicate Smith Gieves is $4,546.57, not
$4957. 69. Footnote D. The Commi ssion Scenario calls for excluding 7/8ths of
$16, 862. 93 expense for TNT, Inc. charges. The OPC adjustnent recomended

di sal |l owance of 7/8ths of $19,271.91, which is $16,862.93. If the intent was to
adopt OPC s recommendation, the revenue requirenment should be reduced by $2,614.

OPC recommended di sal | owance (Scenario footnote D) $19, 272
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Multiply by 7/8ths 87.5%

Net di sal | owance $16, 863

Anpbunt previously renmoved by Staff and MGE (%14, 249)

Net decrease in revenue requirenent $2,614

Footnote E. The revenue requirenent should be further reduced by only $872.93
because Staff has previously renoved $4, 162. 64 of the $5,035.57. OPC believes the
correct anmount of Item #32-Advertising in the Scenario should be: $15,094 as shown
bel ow

Footnote B ($ 4,547)
Footnote D ($ 2,614)
Footnote E ($ 873)
Footnote F ($ 7,060)

Total lItem 32 (%15, 094)

2. Iltem#35 -- Polsinelli & Wiite Charges. O the $22,056.11 at i ssue MGE agreed
that $11,509.26, which was related to its investigation of an appliance financing
program shoul d be excluded fromthe revenue requirenent (Tr. p.910 lines 2-13).
Theref ore, Public Counsel believes the Scenario should reflect a reduction for the
appli ance financing programinvestigation. Thus, $10,546.85 was the renaining issue,
of which only $4,039.58 dealt with the KPP nonitoring.

Staff Notes to Response to Conmi ssion Revenue Requirenent Scenario

1. The Conpany starting point of $34,390,502 is nore than the Conpany's request
inits original revenue requirenment filing. 2. The scenario showing Staff's m dpoi nt
return on equity is based on 11.83% as requested by the ALJ. Staff had previously
used 11.80% as its midpoint return on equity in all revenue requirenent filings in
this case. 3. Staff received the Conpany's workpapers supporting their cal cul ations
in MGE Note 1 above on January 10, 1997 and has not had sufficient time to verify
these calculations. 4. The Staff agrees with OPC s position in OPC Notes 1 and 2
above.

TABULAR OR GRAPHI C MATERI AL SET FORTH AT THIS PO NT IS NOT DI SPLAYABLE

FOOTNOTE

FN1 United Cities Gas Conpany, GR-95-160; The Enpire District Electric Conpany, ER-
95-279; and Lacl ede Gas Company, GR-96-193.

END OF DOCUMENT
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Re Consumers Power Conpany
Case No. U 10651

M chi gan Public Service Conmi ssion
February 23, 1995

ORDER aut hori zing a natural gas local distribution company (LDC) to enter a special
contract for the provision of gas transportation service to an industrial custoner
at di scount rates.

Conmi ssion finds that there is an adequate evidentiary basis to conclude that the

i ndustrial custonmer has an econom c bypass alternative and that the special contract
rates are necessary to induce the custoner to remain on the LDC system Mbreover, it
finds that there is an adequate evidentiary basis to conclude that the rates in the
special contract will cover the variable costs of serving the industrial customer
and will provide a contribution to the fixed costs of the LDC system

Any revenue shortfall created by the difference between the special contract rate
and the otherwi se applicable tariffed rate floor is the responsibility of

sharehol ders -- i.e., the LDCis prohibited fromseeking to recover that shortfal
from ot her custoners. However, the potential revenue shortfall created by the

di fference between the tariff rate floor and the transportati on class cost of
service will be addressed and resolved in a pending general rate case.

Conmi ssion states that it presunmes that the LDC negotiated the special contract with
a know edge that it nmay not discrimnate against other sinmlarly situated custoners
and that it expects the LDC to act in accordance with applicable | aw. Custoners of
the LDC are, the conmi ssion notes, free to pursue renmedies in the event of unlawful
di scrim nation.

Conmi ssion rejects a challenge to the legality of a contract provision that exenpts
the industrial customer fromfuture surcharges that may occur during the five-year
termof the contract, again noting that issues concerning discrimnation against

ot her custoners can be addressed when and if they arise.

Conmi ssion finds no basis to disagree with the LDC s assertion that retaining the
i ndustrial customer will not affect planned construction during the termof the
contract.

For prior order that had required the utility to present additional evidence
addressing the cost of serving the special contract custoner, the economc
feasibility of the custoner's bypass option, and the inplications of negotiated
arrangenents for other custoners, see Re Consuners Power Co., 159 PUR4th 162
(Mch.P.S. C 1995).

P. U R Headnote and d assification

RATES
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s166
M.P.S.C. 1995

[MCH] Reasonabl eness -- Load retention -- Negotiated rates -- Anti-bypass
di scounts -- Special contract -- Gas transportation service -- Local distribution
conpany.

Re Consuners Power Conpany

P. U R Headnote and C assification

2.
RATES
s380
M.P.S C 1995

[MCH ] Natural gas rate design -- Special factors -- Load retention -- Negoti ated
rates -- Anti-bypass discounts -- Gas transportation service -- Special contract --
Local distribution company.

Re Consuners Power Conpany

P. U R Headnote and O assification

3.
RATES
s140
M.P.S C 1995

[MCH ] Reasonabl eness -- Conpetition -- Load retention -- Negotiated rates --
Anti - bypass di scounts -- Special contract -- Gas transportation service -- Local
di stribution conpany.

Re Consumners Power Conpany

P. U R Headnote and O assification

4.
MONOPOLY AND COWVPETI T1 ON
s58
M.P.S.C. 1995
[MCH] Natural gas -- Anti-bypass discounts -- Local distribution conmpany.
Re Consuners Power Conpany

P. U R Headnote and C assification

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



159 P.U.R.4th 409 Page 3
1995 WL 114109 (Mich.P.S.C.)
(Publication page references are not available for this document.)

5.

RATES

s380

M.P.S.C 1995

[MCH ] Natural gas rate design -- Transportation service -- Special contract rate
-- Anti-bypass discount -- Revenue shortfalls -- Local distribution conpany.

Re Consuners Power Conpany

P. U R Headnote and C assification

REVENUE
s5
M.P.S.C. 1995

[MCH] Natural gas -- Discount transportation service -- Treatment of revenue
shortfall -- Local distribution conmpany.

Re Consuners Power Conpany
P. U R Headnote and d assification

7.

RATES

s380

M.P.S C 1995

[MCH] Natural gas rate design -- Transportation service -- Special contract rate
-- Anti-bypass discount -- Pricing -- Recovery of variable costs -- Contribution to
fixed systemcosts -- Local distribution conpany.

Re Consuners Power Conpany

P. U R Headnote and d assification

8.

DI SCRI M NATI ON
s26

M.P.S. C 1995

[MCH] Special contract rates -- Anti-bypass discount -- Legality -- Natural gas
| ocal distribution conpany.

Re Consumers Power Conpany

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



159 P.U.R.4th 409 Page 4
1995 WL 114109 (Mich.P.S.C.)
(Publication page references are not available for this document.)

P. U R Headnote and O assification

9.

DI SCRI M NATI ON
s61

M.P.S C 1995

[MCH] Concessions to particular custoner -- Large industrial custoner -- Speci al
contract rate -- Anti-bypass discount -- Legality -- Natural gas |ocal distribution
company.

Re Consuners Power Conpany

P. U R Headnote and O assification

10.

DI SCRI M NATI ON
s109

M.P.S.C 1995

[MCH] Natural gas rates -- Special contract rate -- Anti- bypass discount --
Legality -- Local distribution conpany.

Re Consuners Power Conpany
P. U R Headnote and d assification

11.

RATES

s380

M.P.S.C 1995

[MCH] Natural gas rate design -- Transportation service -- Special contract rate
-- Anti-bypass discount -- Legality -- Local distribution conpany.

Re Consuners Power Conpany
P. U R Headnote and d assification

12.
RATES

s380
M.P.S.C 1995

[MCH] Natural gas rate design -- Transportation service -- Special contract rate
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-- Anti-bypass discount -- Pricing -- Exenption from surcharges -- Loca
di stribution conpany.

Re Consumers Power Conpany

P. U R Headnote and d assification

13.

GAS

s7

M.P.S.C. 1995

[MCH] Natural gas -- Load managenent -- Special contract rate -- Anti- bypass
di scount -- Effect on planned construction -- Local distribution conpany.

Re Consuners Power Conpany

Bef ore Strand, chairman, and Russell and O Donnell, comm ssioners.

BY THE COW SSI ON:

OPI Nl ON AND CORDER
l.
H STORY OF PROCEEDI NGS

On June 30, 1994, Consuners Power Conpany (Consuners) and Janes River Corporation
agreed to enter into a special contract for the provision of natural gas
transportation service. The rates under the special contract are |less than those
aut hori zed in Consuners' currently effective transportation tariffs, Rate T-1 and
Rate T-2. Consuners says that it found it necessary to offer James River this
special contract in order to prevent James River from bypassing the conpany's system
in favor of directly connecting with Panhandl e Eastern Pipe Line Conpany's
(Panhandl e) pipeline | ocated near Janes River's Kal anazoo area facilities.

On August 5, 1994, Consuners filed an application for ex parte approval of the
special contract, with the pricing terns deleted fromthe attached copy of the
contract. On Septenber 20, 1994, after giving up its efforts to protect the
confidentiality of the contract pricing terns, Consuners filed a conplete copy of
t he special contract.

On Cctober 27, 1994, Consuners filed the testinony and exhibits of four w tnesses
in support of the application. A prehearing conference was held on the same day
before Adm nistrative Law Judge Janmes N. Rigas (ALJ). He granted the petitions to
intervene filed by Janes River and Attorney General Frank J. Kelley (Attorney
Ceneral ). Consuners requested an expedited hearing that would have pernitted a fina
Conmi ssion order on or before February 3, 1995, because Janmes River had indicated
that it woul d pursue a bypass alternative if the contract were not approved by then
The ALJ set an abbrevi ated schedul e, although not as expedited as Consuners.
requested. [FN1]

The Conmission Staff (Staff) filed the testinony of one w tness on Novenber 23,
1994.
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Cross-exam nati on was schedul ed to commence on Decenber 14, 1994. On that date, the
parties (except Janes River, which was not present) agreed to an accel erated
schedul e that included (1) binding in the prefiled testinony with the exception of a
portion of the Staff witness's testinony, (2) a waiver of the right to cross-exam ne
the witnesses and a waiver of the right to file rebuttal testinony, (3) the filing
of simultaneous briefs and a waiver of the right to file reply briefs, and (4) the
subm ssion of the case directly to the Conmi ssion with a waiver of Section 81 of the
Admi ni strative Procedures Act, dispensing with the need for a proposal for decision
[FN2] The record at that point consisted of 96 pages of transcript and 13 exhibits.

On January 6, 1995, Consuners, the Attorney General, the Staff, and Janes River
filed initial briefs.

On January 17, 1995, the Commission issued an order renanding the case to the ALJ
for further devel opnent of the record. In response to the Conm ssion's order
Consuners filed supplenental testinony of three wtnesses.

The cross-exam nation of all witnesses occurred on February 1 and 2, 1995. In
addition, the rebuttal testinony of David W Joos, Executive Vice President and
Chief Operating O ficer of Consumers' Electric D vision; Robert Russel, James
River's G oup Service Manager; and Mchael L. Collins, a Gas Cost Recovery
Specialist in the Conmission's Gas Division, was presented and cross-exam ned on
February 2, 1995.

On February 10, 1995, Consuners, the Attorney General, and the Staff filed
suppl enental briefs. On February 17, 1995, Consuners, the Attorney General, the
Staff, and Janes River filed reply briefs. Because the Commi ssion read the record or
attended the hearings or both, the ALJ did not prepare a proposal for decision. The
conpl ete record consists of 496 pages of transcript and 26 exhibits.

Consumers and Janmes River urge the Commission to approve the special contract. The
Staff and the Attorney General urge the Conmm ssion to reject the special contract.

.
DI SCUSSI ON
Contract Approval

[1-4] The contract provides a rate of $0.15 per thousand cubic feet (Mf) for
years one through three and a rate of $0.18 per Mf for years four and five for the
two larger Janes River facilities in the Kal anazoo area. These rates are bel ow the
Rate T-2 floor of $0.2367 per Mf. The conpany's two smaller facilities would
continue to pay the Rate T-1 rate, which is now $0.4734. Current surcharges woul d
apply, but future surcharges would not apply to any of the facilities. Janes River's
annual m ni mum consunpti on would be 4 billion cubic feet (Bcf) for years one through
three and 2 Bcf for years four and five. Its |oad bal ancing woul d be 8.5% of the
m ni mum vol ume, and its storage contract would be cancel ed. The maxi nrum daily
gquantity woul d be reduced by al nost half.

Consuners offered the testinony of four witnesses in support of its application.

David E. Madden, a Senior Engineer in Consumers' Marketing Departnent, testified
that James River's |larger Kalanazoo area facilities are the first and sixth |argest
users of natural gas on Consumers' system using nore than 4 Bcf per year

M. Madden testified that in Septenber 1992, Janes River requested that Consuners
renove a no-bypass clause fromits gas transportation contract. James River wanted
to pursue a bypass alternative because the storage available to it had been
decreased and it was dissatisfied with the surcharges inposed on Rate T-2 custoners.
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Negot i ati ons began and the contract was nodified in January 1993. |n August 1993,
Janes River notified Consuners of its intent to bypass the utility's system M.
Madden noted that Janes River's facilities are located in a manner that would permt
Janmes River to build four mles of pipeline along a railroad right-of-way to
Panhandl e's city gate, which Consuners believed nade the bypass econoni cal
Negoti ati ons continued, with Janes River rejecting two offers made in Cctober 1993.

M. WMadden testified that Janes River provided a spreadsheet to Consuners, Exhibit
A-5, that showed a savings of $3.8 million fromthe |ast quarter of 1994 through
1999 if it bypassed Consuners' system based on Consuners' Cctober 13, 1993 offer
Based on that exhibit, he testified that Consumers would have had to offer a rate of
negati ve $0.043 per Mcf in 1994 and a rate of $0.135 per Mcf in 1997 to match the
econom cs of the bypass option. On June 28, 1994, Consuners offered Janes River a
five-year special contract with rates below the Rate T-2 floor. Janes River rejected
that offer. On June 30, 1994, Consuners countered with a change to the annual | oad
bal anci ng, and Janmes River accept ed.

In his supplenental testinony, M. Madden provi ded additional explanation for sone
of the figures on the James River spreadsheet and made a correction. He also
sponsored Exhi bit A-15, which conpares Janes River's gas costs under the bypass
alternative, the special contract, and the Rate T-2 floor. He cal cul ated that Janes
Ri ver woul d realize savings of nore than $2.5 nmillion if it were to pursue the
bypass alternative instead of choosing to stay on Rate T-2 at the floor price. He
acknow edged that the special contract requires James River to pay in excess of $1
mllion nore than it would pay for the bypass option, but he believed that Janes
River is willing to pay that price because of the value it places on the conpany's
transportation service. He also testified that he now expects Janmes River's load to
remain near 4 Bcf for the full termof the contract, despite James River's right to
reduce its annual contract quantity in the last tw years. The effect, he said, is
to increase the benefits of the special contract for other custoners.

Finally, M. Madden noted that James River has a facility in Camas, Washi ngton
that bypassed the local utility. He stated that Janes River would definitely bypass
Consuners' systemif the Commi ssion did not approve the special contract. He
testified that the special contract represents the best bargain that Consuners coul d
obtain and still keep James River as a custoner.

Patrick D. MIler, Consumers' Manager of Gas Distribution Services, described the
variabl e distribution costs associated with providing gas transportation service to
Janmes River. He explained that the costs include neter installation and maintenance,
t he odorant added to the gas, and costs associated with | eak surveys, |eak repairs,
st aki ng, operating mains and services, and nmaintai ni ng adequate cat hodic protection
He estimated the total annual variable distribution costs for the two |arger James
River facilities to be approxi mately $3,800 per year

John R Biek, Consuners' Director of Gas Supply, Planning, and Control, described
the effect on the conmpany's gas transm ssion and storage systemfromcontinuing to
serve Janmes River. He explained that the only variable transm ssion and storage
costs are conpressor station naintenance and the effect on the cost of gas for gas
cost recovery (GCR) custoners. He estinated the conpressor naintenance expense to be
approxi mately $50, 000 per year. The GCR effect is due to the authorized tol erance
| evel of 8.5% associated with the special contract. Wth an annual contract quantity
of 4 Bcf, Janes River is entitled to 340,000 Mf of authorized tol erance |evel,
which is storage capacity that could potentially be used to benefit GCR custoners if
Janmes River left the system The potential effect on the cost of gas for CGCR
custoners is approxi mately $372,000 annually in the first three years and $236, 000
annually in the last two years. That cost represents the estimated hi gher cost of
buyi ng winter gas using firmtransportation to deliver the gas directly to GCR
custonmers as opposed to purchasing gas on interruptible transportation and pl aci ng
it in storage during the summer injection cycle.

James F. Bearman, Rates Director in Consuners' Gas Division, testified that the
Janmes River situation represents the first viable bypass threat since the utility's
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current gas transportation programbegan in 1989. He argued that a bypass by Janes
Ri ver would send a negative conpetitive signal to other major custonmers on the
system would result in spreading the fixed costs of the lost |oad to remaining
custoners, and night spur further aggressive conpetitive behavior by interstate

pi pelines. He noted that National Steel in Ecorse bypassed M chi gan Consolidated Gas
Conpany (M ch Con) in 1989 and Escanaba Paper Conpany is now seeking to bypass M ch
Con. He said that the |loss of najor |oads could increase the cost of capital as the
i nvest ment conmunity reacts to the conpany's conpetitive | osses.

M. Bearman testified that the terns of the special contract are identical to
contracts used for existing Rate T-1 and Rate T-2 custoners with two exceptions: (1)
The rates for the two larger facilities are below the Rate T-2 floor. (2) Al four
facilities are exenpted from new surcharges. He said that it was necessary to
deviate fromthe Rate T-2 floor to retain the Janes River business. He described the
exenption fromfurther surcharges as the result of give and take in the
negoti ati ons.

M. Bearman said that in considering whether to approve the special contract, the
Conmi ssi on should ask whether the utility and its other custoners are better off
with the special contract than they would be if Janes River bypassed the conpany's
system He said that if James River bypassed its system Consuners' revenues woul d
be reduced by al nbst $925,000 annually and all of Janes River's contribution to the
conpany's fixed costs would be lost. He said that as |ong as the special contract
rates cover the variable costs of providing transportation service to Janes R ver
and nakes sone contribution to the conpany's fixed costs, the utility and its other
custoners are clearly better off with the special contact than without it and the
contact shoul d be approved.

M. Bearman stated that the sumof the variable costs of providing gas
transportation to James River is $425,800 annually in years one through three,
(%$3,800 for gas distribution, $50,000 for conpressor mai ntenance, and $372, 000 for
GCR cost of gas effects), for a total of approximtely $0.106 per Mf. M. Bearnman
expl ained that, w th mnimum annual revenues of $600,000 in years one through three,
t he conpany woul d collect $174,200 annually in excess of the variable costs of
serving Janes River during years one through three and, wi th m ni rum annual revenues
of $360,000 in years four and five, Consuners would collect $120,200 annually in
excess of the variable costs in the last two years. |If consunption remains at 4 Bcf
inthe last two years, he said that revenues woul d exceed variable costs by $294, 200
annual ly. He al so said that Janes R ver has agreed to reduce its annual contract
quantity from approximately 6.2 Bcf to 4 Bef and to cancel its interruptible storage
agreenent. As a result, approximtely 887,000 Mcf of storage capacity are freed up
for use by other custoners. He cal culated the value to other custoners of the freed-
up storage to be $970, 000 annual ly. [FN3]

M. Bearman testified that the conpany does not foresee unusually high growth in
t he Kal amazoo area and that the conmpany is in a position to provide service to new
custoners and to provide additional service to existing custoners at existing cost-
of -service rates, with or without service to Janes River. He asserted that all of
the costs that can be avoided if James River |eaves the conpany system both short-
termand | ong-term have been accounted for in the conpany's study of the variable
costs of serving Janmes River.

Finally, M. Bearman testified that a fully allocated cost-of-service approach is
not relevant in this case because Janes R ver has other alternatives for gas service
that allowit to denmand a market-based rate. He said that when the Conmi ssion
created the gas transportation program and authorized a Rate T-2 range of rates 50%
above and bel ow the Rate T-1 cost-of-service rate, the Commi ssion did not articulate
a reason for that range as opposed to some w der range. He suggested that the
resulting range is not well suited to customers who have the ability to bypass the
conpany's system although the range has worked well for custoners with coa
di spl acement and oil displacenent capabilities. M. Bearman also testified that
before the conpany grants a discount to a custoner, it analyzes as nmuch data as it
can obtain to evaluate the conpetitiveness of the custoner's alternative, with the

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



159 P.U.R.4th 409 Page 9
1995 WL 114109 (Mich.P.S.C.)
(Publication page references are not available for this document.)

result that only 7% of the conpany's transportation custoners receive service at

di scounted prices. He noted that Janmes River is the only custoner to whom Consuners
has offered a special contract since the transportation program began in 1989. He

al so noted that, between rate cases, the conpany bears the effect of the rates
negotiated with Rate T-2 custoners and therefore has every incentive to maxinize the
revenues col | ect ed.

In its supplenental brief, Consunmers stresses that the cost of the bypass
alternative determined the price the conpany had to offer to retain Janes River as a
custoner. Consuners conputes that, through 1999, the bypass would cost Janes River
$61, 653,823 in total gas costs, the special contract would cost $62,747,122, and the
Rate T-2 floor would cost $64, 177, 670.

In his reply brief, the Attorney General says that Consuners' allegation that it
verified the costs and benefits of the bypass alternative is unsupported by the
record. He says that Consuners had only an estimate, w thout the underlying figures
and assunptions. As a result, he says, the Comni ssion cannot be confident that the
econom cs of the bypass, which were the basis for the discounted rates, are
reasonably accurate. |ndeed, he says, Exhibit |-18 suggests that Consuners believed
that the cost of the bypass pipeline would be twice what Janes River clainmed. The
Attorney General concludes by asking why a price sensitive custoner, such as Janes
Ri ver, woul d pursue a special contract that will cost it $1 mllion nore than the
bypass alternative. He suggests that the answer is because the bypass option is not
prudent or because sonet hing undi sclosed is going on in this case.

Inits initial brief, Janes River says that at least as far as it is concerned,
conpetition exists and it can obtain a | ower delivered cost of gas through the
bypass alternative. It says that the testinony and exhibits clearly denonstrate that
it is ready, willing, and able to obtain gas transportation service from another
supplier. James River says that its statenent that it wll bypass Consuners' system
if the contract is not approved is an economc reality, not a bluff or a threat,
because it has a fiduciary duty to its sharehol ders and an obligation to its
enpl oyees and custoners to reduce the cost of doing busi ness whenever it can
prudently do so. It says that there is no apparent basis for objecting to the
contract and that, without approval of the contract, Janmes River will be
irretrievably lost as a custonmer for Consunmers. Janmes River says that although the
rates in the special contract are not conpletely conpensatory in terns of a fully
al | ocated cost-of-service study, they do cover all of Consuners' variable costs and
nmake a contri bution of $140,000 annually towards fixed costs. It further notes that
approval would not affect the rates charged to other custonmers and that the
rat emaki ng ef fects woul d be considered in Consuners' next general gas rate case.

The Staff argues that, as a matter of policy, sales customers should not subsidize
transportation custonmers. It says that the transportati on programthat the
Conmi ssi on approved put Consuners at risk for collecting, on average, the fully
al | ocated cost of service fromRate T-2 custonmers and it says that the risk should
remai n on Consuners. The Staff says that it is an inmportant distinction whether the
Conmi ssi on approves a discounted rate or Consuners exercises its discretion to offer
a discount for which it is at risk. It says that if the Comm ssion approves the
special contract, Janmes River will not be in the Rate T-2 class, which the Staff
fears will pernit Consuners to seek recovery of the discount fromcustoners not in
the Rate T-2 cl ass.

The Staff also argues that the lack of a significant contribution to fixed costs
does not warrant such a departure fromthe Rate T-2 floor. The Staff denies that a
contribution of $174,200 is significant or material in the ratenaki ng process,
especi ally when the contract is not a pernmanent solution to the bypass threat. The
Staff also finds the conpany's analysis of the variable costs of serving Janes River
to be deficient and unreliable, having been devel oped as an after-the-fact
rationalization for the contract, despite the two years of negotiation that preceded
the contract. It points out that Consuners assigned no admnistrative cost to Janmes
Ri ver, despite Consuners' officers and enpl oyees havi ng devoted substantial tine to
that custoner in the last two years. The Staff suggests that the variable costs may
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exceed the revenues. The Staff also points to the contradiction in Consuners'
position that approval of the contract will deter aggressive interstate pipeline
activity and its claimthat the Janes River situation is unique, and says that
Consuners did not show that interstate pipelines are aggressively pursuing its
custoners. It also says that the contract will weaken Consuners' bargaining position
with other custoners who will denand deep discounts in their transportation rates,
resulting in losses that will exceed Janes River's purported contribution to fixed
costs.

The Staff argues that Consuners did not offer the cost-of-service study fromits
recently filed gas rate case to address concerns about the cost of serving Janes
Ri ver, and Consuners objected to the Staffs efforts to have the study admtted into
evi dence. Further, it argues that Consuners did not offer a single witness with
substantial responsibility for negotiating the contract, and Consuners objected to
guestions to M. Joos about the contract provisions and the rational e behind the
final offer. It also points out that M. MIler and M. Biek analyzed the costs of
serving Janes River only after the Comm ssion refused to grant ex parte approval.
The Staff thus concludes that its policy objections to the contract remain
uncountered and that there continues to be a |lack of material benefit to other
cust oners.

Consuners responds that M. Bearman testified that the conpany has an ongoi ng

anal ysis of transportation custonmers' conpetitive alternatives and the econom c
desirability of offering discounts. He also testified that the negotiators were
aware that a $0.15 per Mcf rate would cover the variable costs, which aside fromthe
GCR cost of gas effects, were quite minor. It also responds that approval of the
special contract will not bind the Conmission in future cases, but will signal that
the Conmi ssion will approve a contract in a tinmely manner when appropriate, which it
says will strengthen its bargaining position

In his supplenental brief, the Attorney General argues that the Conm ssion nust
eval uate the special contract keeping in nind that Consuners has been | ess than
candid in (1) delaying disclosure of the six-nonth deadline for Comm ssion action
and the existence of a June 30, 1994 letter agreenent under which Consumers agreed
to assist in construction of the bypass pipeline and to offer reduced transportation
rates to Janes River if the Conmi ssion did not approve the contract, (2)
representing that the special contract was the entire agreenent, when it was not
because there was a letter agreenent, (3) negotiating a letter agreenent with
illegal ternms, and (4) failing to present a conplete present val ue cost/benefit
anal ysis of the bypass option conpared to the special contract. He al so says that
t he Conmi ssion nust keep in nmind that Janes River failed to present any evidence in
support of the econonics of the bypass option. He points out that Consuners says
that it requires custoners to establish the need for a discounted rate, yet
Consuners carried the burden in this case. In his reply brief, he adds that
Consuners' all egations concerning Janes River's notives, intent, and proposed
actions lack an evidentiary basis because no one from Janes R ver testified on those
i ssues. He al so adds that the focus of this proceedi ng should be solely the
interests of captive custonmers rather than the interests of Consunmers and its
captive custoners. He suggests that Consuners is notivated by its desire to obtain
approval of the contract so that it will not have to face the financial consequences
of the June 30, 1994 letter agreenent. He says that, in light of these factors,
Consuners' presentation lacks credibility.

Janes River responds that it is not seeking anything fromthe Comm ssion and has no
obligation to prove anything to the Conmission. It says that the economcs of the
bypass option and the wi sdom of Janes River's business decisions are not properly
before the Conmission. It says that its choice to pursue the bypass option, if the
Conmi ssi on does not approve the special contract, nust be accepted as a given.

The Attorney Ceneral continues by arguing that instead of presenting a

conpr ehensi ve cost/benefit analysis, Consuners presented a 'guess' as to whether the
revenues will exceed the variable costs of the service. As a result, he says, there
is no reasonabl e assurance that the revenues will actually exceed all variable
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costs. He finds it incredible that the total |abor associated with transporting 4
Bcf of gas and administering the contract could be only 21 hours per year,

especi ally considering the extensive day-to-day dealings that Consuners clainmed to
have with Janmes River. He al so questions the conpany's position that only 246 feet
of high-pressure lines are required to serve Janes River. He points to Exhibits I-
23, 1-24, and |1-25 as suggesting that there are | ow pressure lines involved in
providing service to Janes River, with a variable cost not included in Consuners
calculation. Finally, he says that Consunmers has not quantified the positive effect
on its business risk when a custoner |ike James River, which brings significant
business risk to the utility, |eaves the system He suggests that even if the
positive effect on the cost of comopn equity is very small, the effect on rates is
likely to be nore than the conmpany's optimstic guess as to Janes R ver's
contribution to fixed costs. He concludes that, when all costs are considered, it is
cheaper for other custoners if the Comm ssion does not approve the special contract.

Consumers responds that the Attorney CGeneral has not indicated what nore the
cost/benefit analysis should include beyond the itens the conpany has incl uded.
Furthernore, it says that there is no record evidence that the | oss of James River
as a customer would permt the conpany to reduce its administrative and genera
costs. The conpany al so responds that the two larger facilities, the only two for
which it | ooked at the variable costs, use only high pressure lines. Finally, it
responds that increased conpetition |eads to nore, not |ess, business risk.

In his reply brief, Attorney General says that Consuners has calculated, inits
recent gas rate case, that the cost of service for gas transportation is $0.64 per
Mcf. He suggests that it is highly unlikely that a $0.15 per Mcf rate will cover al
vari abl e costs and nmake some contribution to fixed costs.

Based on the record and argunents of the parties, the Comm ssion concludes that the
contract should be approved. There is an adequate evidentiary basis to conclude that
James River has an econom c bypass alternative and that the special contract rates
are necessary to induce it to remain as a custoner on Consuners' system There is
al so an adequate evidentiary basis to conclude that the rates in the special
contract will cover the variable costs of serving Janmes River and will provide a
contribution to system fixed costs. Consumers' managenment considered these factors
and decided to enter into the special contract as the best deal that could be
obtained for the utility. The Comni ssion therefore approves the resulting contract.

Rat emaki ng Tr eat ment

[5, 6] Consuners says that it is not asking the Comrission to rule at this tine on
the recovery fromother custoners of either the discount fromthe Rate T-2 floor or
t he wai ver of future surcharges, issues that it says should be decided in future
cases.

Staff witness Collins said that the Conmi ssion should recogni ze that approval of
the contract at this time gives Consuners the advantage in future cases and will
make it difficult for other parties to argue that sharehol ders shoul d bear the
di scounts.

The Attorney General says that the Comm ssion nust consider at this time who will
be asked to bear the cost of these discounts in the future. He says that approval of
the contract without consideration of that issue would nmean that the contract would
be approved without consideration given to the true econom ¢ consequences to
r at epayers.

Consistent with its view that Consuners' nanagenent should be permtted to enter
into this special contract, the Conmission also believes, as a general matter, that
the utility should assume full responsibility for negotiating the discounted prices
and that its sharehol ders should expect to absorb much, if not all, of any revenue
shortfall caused by the pricing and other contract terns that the utility
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negotiates. In this case, the Conm ssion has determ ned that approval of the
contract depends on the revenue shortfall created by the difference between the
contract price and the Rate T-2 floor being the responsibility of Consuners

shar ehol ders and prohi biting the conpany from seeking to recover that amunt from
ot her customers. The treatnment of the potential revenue shortfall created by the

di fference between the Rate T-2 floor and the transportation class cost of service
wi || be addressed and resolved in the pending general rate case, where that revenue
shortfall is already at issue.

O her Staff Concerns

[7] The testinony of the Staff witness and the Staff's initial brief state the
Staff concerns with a somewhat different enphasis, which nmerits di scussion

The Staff says that approval of the special contract would conmt Consuners to
providing service to Janes River under a long-term full service contract, at rates
just above the short-run margi nal cost of service, as cal culated by Consuners, and
possi bly bel ow the short-run margi nal cost. The Staff says that, as a result,
Consumers woul d never have the opportunity to recover its fully allocated costs of
providing service to Janes River, even though, in the long- run, a utility nust be
allowed to recover its long-run costs in order to remain viable and to have the
opportunity to earn a fair rate of return. Therefore, the Staff says that
establishing rates for a long-term full service contract based on the short-run
mar gi nal cost of providing service is bad policy. The Staff says that, at the very
m ni mum the Conm ssion should consider the |ong- run costs of providing service to
the specific customer as the basis for the rate and then allow only sone
di scounting, at the utility's discretion, to nmeet short-term market challenges in
order to nmaxim ze revenues. The Staff al so says that short-run marginal cost should
be the floor for that type of discounting. The Staff concludes, however, that
setting rates for long-run contracts below the |long-run cost institutionalizes the
full discount, prevents the utility fromtaking actions to avoid costs that are
variable in the long-run, and eventually requires that the discount be recovered
from ot her custoners or from sharehol ders.

The Staff says that the contract is a full-service contract that provides for al
services available to any other Rate T-1 or Rate T-2 custoner. The Staff says that
there is nothing in the contract that would all ow Consunmers to offer the capacity
used by Janes River to another custoner, even if that customer were willing to pay
the fully allocated cost of service. Therefore, the Staff says, that to add a new
customer or to offer nore service to other existing custonmers, Consumers would have
to incur additional costs. The Staff acknow edges that Consumers had stated that it
is not required to nake any additional investnent to serve this |load, but he said
that it nmust stand ready to do so if any additional investnent is needed.

The Staff also says that there is a significant possibility that the contract rate
may be bel ow the short-run marginal cost. The Staff notes that, under Consuners

cal culation, the difference between revenues and expenses is just $0.0372 per Mf.
The Staff states that this calculation includes sonme, but not necessarily all, of
the short-run costs associated with James River. The Staff says that because of the
schedule and limted informati on provided by Consuners, it was not possible for the
Staff to conduct a study to deternine the short-run variable costs associated with
serving James River.

Wth respect to long-termcosts, the Staff says that if the |ong-run cost of
serving Janmes River is the same as the enbedded cost of serving the average
transportation customer, then the cost of serving James River will ultimtely exceed
revenues by $1.2 mllion per year. The Staff says that because neither the Staff nor
Consuners had conducted a study to deternine the |ong-run margi nal cost of serving
James River, the exact anobunt of the revenue shortfall was not known. The Staff
bel i eves that many of the costs included in the fully allocated cost-of-service
study woul d eventually have to be incurred to serve Janmes River in the long run. The
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Staff says that to offset this potentially |large revenue shortfall, Consuners
proposed to collect a spread of only $140,450 [ FN4] per year, assum ng that
Consumers' cal culation of the variable cost is accepted. The Staff says that
accepting such a large risk with such a nmeager potential return is unreasonabl e and
i mprudent, especially when James River's threat to bypass constitutes a pernanent
mar ket chal |l enge, unlike the threat fromother fuels whose conpetitive position is
subj ect to change. The Staff says that the Staff does not agree with Consuners
position that as long as the discounted rate covers the variable cost of providing
servi ce and nmakes some contribution to fixed cost recovery, the utility and its
other customers are clearly better off with the special contract.

Inits initial brief, the Staff adds that the decision on the contract should be
based primarily on the econom c effect on the local distribution conpany and its
ot her customers, but it denies that the utility and its other custoners would be
better off in the long run if the Conm ssion approves the special contract.
Furthernore, it contends that approval of the special contract would set a bad

rat emaki ng precedent and woul d viol ate sound policies established in Consumers' | ast
general rate case. It says that approval of the conpany's request woul d have the
Conmi ssion deviate fromits clearly stated policy of requiring that all on-system
transportation be perforned pursuant to Rate T-1 or Rate T-2. It acknow edges t hat
t he Conmi ssion heard argunent regarding the need for a flexible transportation rate
that woul d all ow Consuners to neet conpetitive challenges that were energing. It
notes that bypass was frequently nentioned as one of the alternatives available to
systemtransportation custoners. It says that the Comi ssion addressed the need to
nmeet the energing conpetitive challenges by offering flexible pricing under Rate T-
2. It further argues that the Comission reinforced its sound policy of requiring
on-systemtransportation to be perfornmed under Rate T-1 or Rate T-2 with another
sound policy of linking the range of rates to the cost of service. It says that the
perceived cost of Janes River's bypass alternative should be used only to determ ne
what price within the Rate T-2 range should be offered to Janes River.

Inits initial brief, Consuners argues that it is irrelevant to argue that the rate
for Janes River is discounted, but the service is not reduced, because the service
provided to all Rate T-1 and Rate T-2 customers is the sane. Only the price is
different. It says that Rate T-2 is negotiable, to recognize that certain custoners
can demand a lower rate or they will |eave the system us James River can. It says
that the value of the service to Janes River is lower and justifies the special
contract rate. It also points out that, under Rate T- 2, it can already di scount
rates for long-termcontracts below the fully allocated cost of service, which it
says is necessary in certain conpetitive situations to prevent the | oss of |oad, and
t hose di scounts may be permanent. It says that under both the special contract and
Rate T-2, it nmay be unable to collect its fully allocated costs. It also adds that
it can offer rates based on a fully-allocated cost of service to new customers,
regardl ess of whether it continues to serve Janmes River. It also says that M.
Collin's testinobny contradicts his testinony in the conpany's | ast gas rate case,
Cases Nos. U 8924 et al., where he proposed a $0.10 floor and recogni zed that fully
al | ocated costs were not appropriate when the conpany does not have a nonopoly
position. In those situations, the conmpany says, he admitted that the narket would
determ ne the price.

Janes River says that it nakes no sense at this tine to insist that all on- system
transportati on be perforned under Rate T-1 or Rate T-2, especially because if the
Conmi ssi on does not approve the contract, there are no winners. It says that because
it has the bypass option, a policy of linking rates to the cost-of-service is
irrelevant. It suggests that the special contract rate should be analyzed in terns
of the coverage of variable costs and the contribution to fixed costs, rather than
on the basis of a fully allocated cost-of-service study. It says that recovery of
fully allocated costs is not an alternative because it can and will bypass the
system

The Conmission is not conmmitted to a policy that transportation nay occur only on

Rate T-1 or Rate T-2, rather than pursuant to special contracts, particularly when
t he di scount offered by Consuners to James River differs only in size, not
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character, fromthe discount already offered to Rate T-2 custoners. For custoners in
uni que circunstances, it may be necessary to be nore flexible than Rate T-2 pernmits
and, in the long-run, Consuners may find it necessary to offer further discounted
prices to retain those custoners on the system At least initially, it is for
Consuners' nmnagenent to deci de whether to pursue that course of action and to
accept the risk that the contribution to fixed costs is inconsequential, although
the Conmission retains the authority to decide the ratenaking effects of the
conpany's chosen course. In this case, the Conm ssion cannot conclude that approval
of the special contract will have any neasurable effect on Consuners' financial
viability, even if its shareholders are ultimtely required to bear the entire

di scount that Consunmers' nanagenent granted to Janmes River. Finally, it does not
appear that Consuners will be required to expend any |arge suns to serve new
customers in the Kal amazoo area, even if Janes River renmains a custoner.

Di scrim nation

[8-11] The Attorney General says that, under relevant |aw, Consuners nust offer
this sanme rate to other simlarly situated custoners and, thus, Conm ssion approval
of a contract with a rate below the cost of service is not in other customers' best
i nterest.

Consuners responds that the rates under the contract are not discrininatory because
James River's conpetitive bypass alternative creates a reasonable distinction
bet ween Janes River and other transportation custoners.

The possibility of discrimnation in future dealings with requests for speci al
contracts is not a reason to reject the special contract. The Conm ssi on nust
presune that Consuners negotiated the contract with a know edge that it could not
lawful ly discrimnate against other simlarly situated custoners. The Conmm ssion
expects Consuners to act in accordance with applicable law. Custoners renmain free to
pursue their renedies for unlawful discrimnation

Sur char ges

[12] The Attorney General challenges the legality of the contract provision that
exenpts James River from future surcharges during the five-year termof the
contract. He says that the Conmission will be free in the future to set reasonable
rates based on then-current facts and circunstances and that this contract provision
cannot prevent the Conmi ssion fromdoing so in the future

The Conmi ssion does not find that approving an exenption fromfuture surcharges is
different in any relevant manner than approving a rate below the Rate T-2 fl oor.
Under both, the custoner pays the rates required by the contract. In any event, the
effect in this case, when new, |arge surcharges are not expected, appears to be
m ni mal . | ssues about discrimnation agai nst other customers can be addressed when
and if they arise.

New Construction

[13] Staff witness Collins indicated a concern that proposed construction in the
Kal amazoo area nmay not be specifically needed to serve Janes River, but may al so not
be needed if Janes River were to | eave the system

M. Mller and M. Biek explained that the James River |oad does not affect the

conpany' s pl anned construction and capital expenditures. M. Mller testified that
t he conpany does not project any need for systeminprovenents for the portion of the
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conpany's gas distribution systemthat is used to serve Janmes River for the next
five years. M. Biek explained that the conpany's planned Kal amazoo area
construction expenditures are unrelated to the Janes River |oad. M. Biek explai ned
that the conpany does intend to install a new feed off its gas transm ssion system
on the east side of Kal amazoo, but the Janes River load is served fromthe west
side. M. Biek concluded that the proposed expansi on of the transm ssion systemw ||
be required regardl ess of whether the Janes River |oad | eaves the system He al so
suggested that if the Janes River load is |lost, the cost of the proposed
construction in the Kal amazoo area may increase if the connection with Panhandl e on
the east side is used to neet Janes River's bypass | oad.

The record does not provide a basis to disagree with Consuners' assertion that
retaining James River as a custoner will not affect the conpany's pl anned
construction during the termof the contract.

June 30, 1994 Letter Agreenent

The Attorney General says that Consuners' conduct surrounding the |etter agreenent
amounts to material msrepresentation that cannot be tol erated, especially when
Consumers did not provide that agreement until the norning of February 1, 1995. He
says that the agreenent contains a nunber of incredible provisions and one unl awf ul
provi sion: Consuners agreed to a six-nonth deadline for Conm ssion action, Consuners
agreed to build or arrange to have built the bypass pipeline if the six-nonth
deadl i ne passed, and Consuners agreed to provide gas transportation at rates bel ow
Conmi ssi on-approved rates while the pipeline was under construction. He says that
when Consuners filed the special contract, it falsely represented that the speci al
contract contained the entire agreenent of the parties. As a result, he says, the
Conmi ssi on cannot confidently say that Consumers has been candid in other areas of
this proceedi ng.

As to the provision of the letter agreenent by which Consuners agreed to

ef fectively charge Janmes River |ess than Conm ssion-approved rates while the

pi pel i ne was under construction, the Attorney General says that it is unlawful and
absolutely void. He therefore requests that the Commi ssion order Consumers not to
provi de any service under the June 30, 1994 |etter agreenent.

Consuners says that the terns of the letter agreenent are irrelevant to the issue
of whether the special contract should be approved. It says that if any of the
provisions of the |etter agreement becone operative and require Conm ssion approval,
the conpany will request the appropriate approval.

Janmes River says that the Conm ssion cannot order Consuners to abrogate its
contractual commtments. It suggests that the parties to the contract can resolve
any questions about the contract w thout |egal guidance fromthe Attorney Ceneral

The Staff requests that the Conmi ssion order Consuners to report its intentions
with regard to the conmitnments in the letter agreenent so that the Comm ssion can
decide if further proceedings are warranted.

The Conmi ssion concludes that the letter agreement is technically irrelevant to the
i ssue of whether the special contract should be approved, but the existence of such
an agreement and the manner in which it finally came to light do nothing to assist
t he Conmi ssion in deciding whether to approve the special contract. Simlarly, the
agreenment and Consuners' conduct do nothing to enhance Consuners' credibility.
Nevert hel ess, the Conmi ssion expects that the approval granted by this order will
render the ternms of the letter agreenent irrelevant to Consuners' future dealings
with James River. Still, it may bear repeating: Consunmers may not charge or coll ect
for a regulated service a rate or charge that varies in any manner fromthe rates
and charges approved by the Conm ssion. Further, Consuners shall keep the Staff
inforned of the status of its commtnents in the |etter agreenent.

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



159 P.U.R.4th 409 Page 16
1995 WL 114109 (Mich.P.S.C.)
(Publication page references are not available for this document.)

The Conmi ssion FINDS that:

a. Jurisdiction is pursuant to 1909 PA 300, as anmended, MCL 462.2 et seq.; 1919 PA
419, as anended, MCL 460.51 et seq.; 1939 PA 3, as anmended, MCL 460.1 et seq.; 1969
PA 306, as anended, MCL 24.201 et seq.; and the Commi ssion's Rules of Practice and
Procedure, R 460.17101 et seq.

b. Wth the ratenaking treatnent discussed in this order, the special contract
bet ween Consuners and Janes River is reasonable and in the public interest, and
shoul d be approved.

THEREFORE, IT IS ORDERED that the special gas transportation contract between
Consuners Power Conpany and Janes River Corporation is approved

The Conmi ssion reserves jurisdiction and may i ssue further orders as necessary.

Any party desiring to appeal this order nmust do so in the appropriate court within
30 days after issuance and notice of this order, pursuant to MCL 462. 26.

By its action of February 23, 1995. FOOTNOTES

FN1 Consuners filed an application for |eave to appeal the schedule set by the ALJ,
which it later withdrew.

FN2 On Decenber 21, 1994, Janes River filed a witten agreenment to these procedures.

FN3 The Attorney Ceneral points out that this alleged benefit does not accrue as a
result of the special contract because it would also accrue if Janes River left the
system The Staff agrees and adds that Consuners is obligated to take reasonable and
prudent actions to reduce the cost of gas to its sales custoners, including not
entering into unreasonabl e storage agreenents with transportati on customners.

FN4 Consuners later revised this anmbunt to $174, 200.
END OF DOCUNMENT
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Re Consumners Power Conpany
Case No. U 10651

M chi gan Public Service Conmi ssion
February 23, 1995

ORDER aut hori zing a natural gas local distribution company (LDC) to enter a special
contract for the provision of gas transportation service to an industrial custoner
at di scount rates.

Conmi ssion finds that there is an adequate evidentiary basis to conclude that the

i ndustrial customer has an economi c bypass alternative and that the special contract
rates are necessary to induce the custonmer to remain on the LDC system Moreover, it
finds that there is an adequate evidentiary basis to conclude that the rates in the
special contract will cover the variable costs of serving the industrial custoner
and will provide a contribution to the fixed costs of the LDC system

Any revenue shortfall created by the difference between the special contract rate
and the otherw se applicable tariffed rate floor is the responsibility of

sharehol ders -- i.e., the LDCis prohibited fromseeking to recover that shortfal
from ot her custoners. However, the potential revenue shortfall created by the

di fference between the tariff rate floor and the transportati on class cost of
service will be addressed and resolved in a pending general rate case.

Conmi ssion states that it presunmes that the LDC negotiated the special contract with
a know edge that it nay not discrimnate against other simlarly situated custoners
and that it expects the LDC to act in accordance with applicable |aw. Custoners of
the LDC are, the conm ssion notes, free to pursue renmedies in the event of unlawful
di scrimnation.

Conmi ssion rejects a challenge to the legality of a contract provision that exenpts
the industrial customer fromfuture surcharges that may occur during the five-year
termof the contract, again noting that issues concerning discrimnation against

ot her customers can be addressed when and if they arise.

Conmi ssion finds no basis to disagree with the LDC s assertion that retaining the
i ndustrial custonmer will not affect planned construction during the termof the
contract.

For prior order that had required the utility to present additional evidence
addressing the cost of serving the special contract custoner, the economc
feasibility of the custoner's bypass option, and the inplications of negotiated
arrangenents for other custoners, see Re Consuners Power Co., 159 PUR4th 162
(Mch.P. S C 1995).

P. U R Headnote and C assification
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RATES
s166
M.P.S C 1995

[MCH ] Reasonabl eness -- Load retention -- Negotiated rates -- Anti-bypass
di scounts -- Special contract -- Gas transportation service -- Local distribution
conpany.

Re Consuners Power Conpany

P. U R Headnote and d assification

2.
RATES
s380
M.P.S.C. 1995

[MCH ] Natural gas rate design -- Special factors -- Load retention -- Negotiated
rates -- Anti-bypass discounts -- Gas transportation service -- Special contract --
Local distribution conpany.

Re Consuners Power Conpany

P. U R Headnote and C assification

3.
RATES
s140
M.P.S. C 1995

[MCH] Reasonabl eness -- Conpetition -- Load retention -- Negotiated rates --
Anti - bypass discounts -- Special contract -- Gas transportation service -- Local
di stribution conpany.

Re Consuners Power Conpany

P. U R Headnote and O assification

4,

MONOPOLY AND COWMPETI TI ON
s58

M.P.S.C. 1995

[MCH] Natural gas -- Anti-bypass discounts -- Local distribution conmpany.
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Re Consuners Power Conpany
P. U R Headnote and O assification

5.

RATES

s380

M.P.S C 1995

[MCH] Natural gas rate design -- Transportation service -- Special contract rate
-- Anti-bypass discount -- Revenue shortfalls -- Local distribution conpany.

Re Consuners Power Conpany

P. U R Headnote and d assification

REVENUE
sb
M.P.S.C. 1995

[MCH] Natural gas -- Discount transportation service -- Treatnent of revenue
shortfall -- Local distribution conmpany.

Re Consumners Power Conpany

P. U R Headnote and d assification

7.

RATES

s380

M.P.S.C 1995

[MCH] Natural gas rate design -- Transportation service -- Special contract rate
-- Anti-bypass discount -- Pricing -- Recovery of variable costs -- Contribution to
fixed systemcosts -- Local distribution conpany.

Re Consuners Power Conpany
P. U R Headnote and O assification

8.
DI SCRI M NATI ON
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s26
M.P.S.C. 1995

[MCH] Special contract rates -- Anti-bypass discount -- Legality -- Natural gas
| ocal distribution conpany.

Re Consuners Power Conpany
P. U R Headnote and O assification

9.

DI SCRI M NATI ON
s61

M.P.S. C 1995

[MCH] Concessions to particular custoner -- Large industrial custoner -- Special
contract rate -- Anti-bypass discount -- Legality -- Natural gas |ocal distribution
conpany.

Re Consuners Power Conpany

P. U R Headnote and C assification

10.

DI SCRI M NATI ON
s109

M.P.S. C 1995

[MCH] Natural gas rates -- Special contract rate -- Anti- bypass discount --
Legality -- Local distribution conpany.

Re Consuners Power Conpany

P. U R Headnote and d assification

11.

RATES

s380

M.P.S C 1995

[MCH] Natural gas rate design -- Transportation service -- Special contract rate
-- Anti-bypass discount -- Legality -- Local distribution conpany.

Re Consuners Power Conpany
P. U R Headnote and d assification
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12.
RATES
s380
M.P.S. C 1995
[MCH] Natural gas rate design -- Transportation service -- Special contract rate
-- Anti-bypass discount -- Pricing -- Exenption from surcharges -- Local
di stribution conpany.

Re Consuners Power Conpany

P. U R Headnote and d assification

13.

GAS

s7

M.P.S. C 1995

[MCH] Natural gas -- Load nanagenent -- Special contract rate -- Anti- bypass
di scount -- Effect on planned construction -- Local distribution conpany.

Re Consumers Power Conpany
Before Strand, chairman, and Russell and O Donnell, conmm ssioners.
BY THE COW SSI ON:

CPI NI ON AND CORDER
l.
H STORY OF PROCEEDI NGS

On June 30, 1994, Consuners Power Conpany (Consuners) and Janmes River Corporation
agreed to enter into a special contract for the provision of natural gas
transportation service. The rates under the special contract are |l ess than those
aut horized in Consunmers' currently effective transportation tariffs, Rate T-1 and
Rate T-2. Consuners says that it found it necessary to offer Janes River this
special contract in order to prevent James River from bypassing the conpany's system
in favor of directly connecting with Panhandl e Eastern Pipe Line Conpany's
(Panhandl e) pipeline | ocated near Janes River's Kal anazoo area facilities.

On August 5, 1994, Consuners filed an application for ex parte approval of the
special contract, with the pricing terns deleted fromthe attached copy of the
contract. On Septenber 20, 1994, after giving up its efforts to protect the
confidentiality of the contract pricing terns, Consunmers filed a conplete copy of
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t he special contract.

On Cctober 27, 1994, Consuners filed the testinony and exhibits of four w tnesses
in support of the application. A prehearing conference was held on the sane day

bef ore Admi ni strative Law Judge Janes N. Rigas (ALJ). He granted the petitions to
intervene filed by Janes River and Attorney General Frank J. Kelley (Attorney
Ceneral ). Consuners requested an expedited hearing that would have pernitted a fina
Conmi ssion order on or before February 3, 1995, because Janmes River had indicated
that it would pursue a bypass alternative if the contract were not approved by then
The ALJ set an abbrevi ated schedul e, although not as expedited as Consuners.
requested. [FN1]

The Conmission Staff (Staff) filed the testinony of one w tness on Novenber 23,
1994,

Cross-examnm nation was schedul ed to commence on Decenber 14, 1994. On that date, the
parties (except Janmes River, which was not present) agreed to an accel erated
schedul e that included (1) binding in the prefiled testinony with the exception of a
portion of the Staff witness's testinony, (2) a waiver of the right to cross-exam ne
the witnesses and a waiver of the right to file rebuttal testinony, (3) the filing
of simultaneous briefs and a waiver of the right to file reply briefs, and (4) the
subm ssion of the case directly to the Conmi ssion with a waiver of Section 81 of the
Admi ni strative Procedures Act, dispensing with the need for a proposal for decision
[FN2] The record at that point consisted of 96 pages of transcript and 13 exhibits.

On January 6, 1995, Consuners, the Attorney General, the Staff, and Janes River
filed initial briefs.

On January 17, 1995, the Conmi ssion issued an order renmanding the case to the ALJ
for further devel opnent of the record. In response to the Conm ssion's order
Consuners filed supplenental testinony of three witnesses.

The cross-exam nation of all wi tnesses occurred on February 1 and 2, 1995. In
addition, the rebuttal testinony of David W Joos, Executive Vice President and
Chief Operating Oficer of Consumers' Electric Division; Robert Russel, Janes
River's G oup Service Manager; and Mchael L. Collins, a Gas Cost Recovery
Specialist in the Conmission's Gas Division, was presented and cross-exam ned on
February 2, 1995.

On February 10, 1995, Consuners, the Attorney General, and the Staff filed
suppl enental briefs. On February 17, 1995, Consuners, the Attorney General, the
Staff, and Janes River filed reply briefs. Because the Comm ssion read the record or
attended the hearings or both, the ALJ did not prepare a proposal for decision. The
conpl ete record consists of 496 pages of transcript and 26 exhibits.

Consuners and Janes River urge the Commission to approve the special contract. The
Staff and the Attorney General urge the Conmi ssion to reject the special contract.
.
DI SCUSSI ON
Contract Approval
[1-4] The contract provides a rate of $0.15 per thousand cubic feet (Mf) for
years one through three and a rate of $0.18 per Mf for years four and five for the

two larger James River facilities in the Kal anazoo area. These rates are bel ow t he
Rate T-2 floor of $0.2367 per Mcf. The conpany's two smaller facilities would
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continue to pay the Rate T-1 rate, which is now $0.4734. Current surcharges woul d
apply, but future surcharges would not apply to any of the facilities. Janes River's
annual mi ni mum consunption would be 4 billion cubic feet (Bcf) for years one through
three and 2 Bcf for years four and five. Its |oad bal anci ng woul d be 8.5% of the

m ni mum vol ume, and its storage contract would be cancel ed. The maxi num daily
guantity woul d be reduced by al nost half.

Consuners offered the testinony of four witnesses in support of its application.

David E. Madden, a Senior Engi neer in Consumers' Marketing Departnent, testified
that James River's larger Kalanazoo area facilities are the first and sixth |argest
users of natural gas on Consuners' system using nore than 4 Bcf per year

M. Madden testified that in Septenber 1992, Janes River requested that Consuners
renove a no-bypass clause fromits gas transportation contract. Janes River wanted
to pursue a bypass alternative because the storage available to it had been
decreased and it was dissatisfied with the surcharges inposed on Rate T-2 custoners.
Negot i ati ons began and the contract was nodified in January 1993. |In August 1993,
Janmes River notified Consunmers of its intent to bypass the utility's system M.
Madden noted that Janes River's facilities are located in a nanner that would permit
Janmes River to build four mles of pipeline along a railroad right-of-way to
Panhandl e's city gate, which Consuners believed nade the bypass economi cal
Negoti ati ons continued, with Janes River rejecting two offers nmade in Cctober 1993.

M. Madden testified that Janes River provided a spreadsheet to Consuners, Exhibit
A-5, that showed a savings of $3.8 nmillion fromthe last quarter of 1994 through
1999 if it bypassed Consuners' system based on Consuners' Cctober 13, 1993 offer
Based on that exhibit, he testified that Consumers would have had to offer a rate of
negative $0.043 per Mcf in 1994 and a rate of $0.135 per Mcf in 1997 to match the
econom cs of the bypass option. On June 28, 1994, Consuners offered Janes River a
five-year special contract with rates below the Rate T-2 floor. Janes R ver rejected
that offer. On June 30, 1994, Consuners countered with a change to the annual | oad
bal anci ng, and James River accept ed.

In his supplenental testinony, M. Mudden provi ded additional explanation for sone
of the figures on the James River spreadsheet and made a correction. He al so
sponsored Exhi bit A-15, which conpares Janes River's gas costs under the bypass
alternative, the special contract, and the Rate T-2 floor. He cal culated that James
Ri ver woul d realize savings of nore than $2.5 million if it were to pursue the
bypass alternative instead of choosing to stay on Rate T-2 at the floor price. He
acknow edged that the special contract requires Janes River to pay in excess of $1
mllion nore than it would pay for the bypass option, but he believed that Janes
River is willing to pay that price because of the value it places on the conpany's
transportati on service. He also testified that he now expects James River's |load to
remain near 4 Bcf for the full termof the contract, despite James River's right to
reduce its annual contract quantity in the last two years. The effect, he said, is
to increase the benefits of the special contract for other custoners.

Finally, M. Madden noted that Janmes River has a facility in Camas, Washi ngton
t hat bypassed the local utility. He stated that Janes River would definitely bypass
Consuners' systemif the Commi ssion did not approve the special contract. He
testified that the special contract represents the best bargain that Consuners could
obtain and still keep James River as a custonmner.

Patrick D. MIler, Consuners' Manager of Gas Distribution Services, described the
variabl e distribution costs associated with providing gas transportation service to
Janmes River. He explained that the costs include neter installation and maintenance,
t he odorant added to the gas, and costs associated with | eak surveys, |eak repairs,
st aki ng, operating nmains and services, and naintai ni ng adequat e cat hodic protection
He estimated the total annual variable distribution costs for the two |arger Janmes
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River facilities to be approxi mately $3,800 per year

John R Biek, Consuners' Director of Gas Supply, Planning, and Control, described
the effect on the conpany's gas transm ssion and storage systemfromcontinuing to
serve Janmes River. He explained that the only variable transm ssion and storage
costs are conpressor station nmmintenance and the effect on the cost of gas for gas
cost recovery (GCR) custoners. He estinated the conpressor nai ntenance expense to be
approxi matel y $50, 000 per year. The GCR effect is due to the authorized tol erance
| evel of 8.5% associated with the special contract. Wth an annual contract quantity
of 4 Bcf, James River is entitled to 340,000 Mf of authorized tolerance |evel,
which is storage capacity that could potentially be used to benefit GCR custoners if
Janmes River left the system The potential effect on the cost of gas for GCR
custonmers is approxi mately $372,000 annually in the first three years and $236, 000
annually in the last two years. That cost represents the estimted hi gher cost of
buying winter gas using firmtransportation to deliver the gas directly to GCR
custoners as opposed to purchasing gas on interruptible transportation and pl aci ng
it in storage during the sumer injection cycle.

Janes F. Bearnan, Rates Director in Consuners' Gas Division, testified that the
James River situation represents the first viable bypass threat since the utility's
current gas transportation programbegan in 1989. He argued that a bypass by James
Ri ver woul d send a negative conpetitive signal to other mmjor custoners on the
system would result in spreading the fixed costs of the lost |oad to renaining
custoners, and might spur further aggressive conpetitive behavior by interstate
pi pelines. He noted that National Steel in Ecorse bypassed M chi gan Consolidated Gas
Conpany (M ch Con) in 1989 and Escanaba Paper Conpany is now seeking to bypass M ch
Con. He said that the loss of nmajor |oads could increase the cost of capital as the
i nvest ment conmunity reacts to the conpany's conpetitive | osses.

M. Bearman testified that the terns of the special contract are identical to
contracts used for existing Rate T-1 and Rate T-2 custoners with two exceptions: (1)
The rates for the two larger facilities are below the Rate T-2 floor. (2) Al four
facilities are exenpted fromnew surcharges. He said that it was necessary to
deviate fromthe Rate T-2 floor to retain the James R ver business. He described the
exenption fromfurther surcharges as the result of give and take in the
negoti ati ons.

M. Bearman said that in considering whether to approve the special contract, the
Conmi ssi on shoul d ask whether the utility and its other custoners are better off
with the special contract than they would be if Janes River bypassed the conpany's
system He said that if James River bypassed its system Consuners' revenues woul d
be reduced by al nbst $925,000 annually and all of Janes River's contribution to the
conpany's fixed costs would be lost. He said that as |ong as the special contract
rates cover the variable costs of providing transportation service to Janes R ver
and nakes sone contribution to the conpany's fixed costs, the utility and its other
custoners are clearly better off with the special contact than without it and the
contact shoul d be approved.

M. Bearman stated that the sum of the variable costs of providing gas
transportation to Janmes River is $425,800 annually in years one through three,
($3,800 for gas distribution, $50,000 for conpressor mai ntenance, and $372, 000 for
CCR cost of gas effects), for a total of approximtely $0.106 per Mf. M. Bearnman
expl ai ned that, w th mni mum annual revenues of $600,000 in years one through three,
t he conpany woul d col |l ect $174,200 annually in excess of the variable costs of
serving Janes River during years one through three and, wi th m ni rum annual revenues
of $360,000 in years four and five, Consumers would collect $120,200 annually in
excess of the variable costs in the last two years. |If consunption remains at 4 Bcf
inthe last two years, he said that revenues woul d exceed variable costs by $294, 200
annual ly. He also said that Janes River has agreed to reduce its annual contract
quantity from approximately 6.2 Bcf to 4 Bcf and to cancel its interruptible storage
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agreenment. As a result, approximtely 887,000 Mcf of storage capacity are freed up
for use by other custoners. He calcul ated the value to other custoners of the freed-
up storage to be $970, 000 annual ly. [FN3]

M. Bearman testified that the conpany does not foresee unusually high growh in
t he Kal amazoo area and that the conmpany is in a position to provide service to new
custonmers and to provide additional service to existing custoners at existing cost-
of -service rates, with or without service to Janmes River. He asserted that all of
the costs that can be avoided if Janes River |eaves the conpany system both short-
termand | ong-term have been accounted for in the conpany's study of the variable
costs of serving Janmes River.

Finally, M. Bearman testified that a fully allocated cost-of-service approach is
not relevant in this case because Janes R ver has other alternatives for gas service
that allow it to demand a narket-based rate. He said that when the Comm ssion
created the gas transportation program and authorized a Rate T-2 range of rates 50%
above and below the Rate T-1 cost-of-service rate, the Commission did not articulate
a reason for that range as opposed to sonme wi der range. He suggested that the
resulting range is not well suited to custonmers who have the ability to bypass the
conpany's system although the range has worked well for custoners with coa
di spl acenent and oil displacenment capabilities. M. Bearnman also testified that
before the conpany grants a discount to a custoner, it analyzes as much data as it
can obtain to evaluate the conpetitiveness of the custoner's alternative, with the
result that only 7% of the conpany's transportation custoners receive service at
di scounted prices. He noted that Janmes River is the only custoner to whom Consuners
has offered a special contract since the transportation program began in 1989. He
al so noted that, between rate cases, the conpany bears the effect of the rates
negotiated with Rate T-2 custonmers and therefore has every incentive to maxinmze the
revenues coll ected.

In its supplenental brief, Consuners stresses that the cost of the bypass
alternative determined the price the conpany had to offer to retain Janmes River as a
custoner. Consuners conputes that, through 1999, the bypass would cost Janes River
$61, 653,823 in total gas costs, the special contract would cost $62,747,122, and the
Rate T-2 floor would cost $64, 177, 670.

In his reply brief, the Attorney CGeneral says that Consuners' allegation that it
verified the costs and benefits of the bypass alternative is unsupported by the
record. He says that Consuners had only an estimate, w thout the underlying figures
and assunptions. As a result, he says, the Comni ssion cannot be confident that the
economni cs of the bypass, which were the basis for the discounted rates, are
reasonably accurate. |ndeed, he says, Exhibit |-18 suggests that Consuners believed
that the cost of the bypass pipeline would be twice what Janes River clained. The
Attorney General concludes by asking why a price sensitive custonmer, such as Janes
Ri ver, woul d pursue a special contract that will cost it $1 mllion nore than the
bypass alternative. He suggests that the answer is because the bypass option is not
prudent or because sonething undi sclosed is going on in this case.

Inits initial brief, Janes River says that at |least as far as it is concerned,
conpetition exists and it can obtain a [ ower delivered cost of gas through the
bypass alternative. It says that the testinony and exhibits clearly denbnstrate that
it is ready, willing, and able to obtain gas transportation service from another
supplier. James River says that its statenment that it will bypass Consuners' system
if the contract is not approved is an economc reality, not a bluff or a threat,
because it has a fiduciary duty to its sharehol ders and an obligation to its
enpl oyees and custoners to reduce the cost of doi ng busi ness whenever it can
prudently do so. It says that there is no apparent basis for objecting to the
contract and that, without approval of the contract, Janes River wll be
irretrievably lost as a custonmer for Consuners. Janmes River says that although the
rates in the special contract are not conpletely conpensatory in terns of a fully
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al | ocated cost-of-service study, they do cover all of Consuners' variable costs and
make a contri bution of $140,000 annually towards fixed costs. It further notes that
approval would not affect the rates charged to other custonmers and that the

rat emaki ng ef fects woul d be considered in Consuners' next general gas rate case.

The Staff argues that, as a matter of policy, sales customers should not subsidize
transportation custonmers. It says that the transportati on programthat the
Conmi ssi on approved put Consuners at risk for collecting, on average, the fully
al | ocated cost of service fromRate T-2 custonmers and it says that the risk should
remai n on Consuners. The Staff says that it is an inmportant distinction whether the
Conmi ssi on approves a discounted rate or Consuners exercises its discretion to offer
a discount for which it is at risk. It says that if the Comm ssi on approves the
special contract, Janmes River will not be in the Rate T-2 class, which the Staff
fears will pernit Consunmers to seek recovery of the discount fromcustoners not in
the Rate T-2 cl ass.

The Staff also argues that the lack of a significant contribution to fixed costs
does not warrant such a departure fromthe Rate T-2 floor. The Staff denies that a
contribution of $174,200 is significant or material in the ratenaki ng process,
especi ally when the contract is not a pernmanent solution to the bypass threat. The
Staff also finds the conpany's analysis of the variable costs of serving Janes River
to be deficient and unreliable, having been devel oped as an after-the-fact
rationalization for the contract, despite the two years of negotiation that preceded
the contract. It points out that Consuners assigned no admnistrative cost to Janmes
Ri ver, despite Consuners' officers and enpl oyees havi ng devoted substantial tine to
that custoner in the last two years. The Staff suggests that the variable costs may
exceed the revenues. The Staff also points to the contradiction in Consuners
position that approval of the contract will deter aggressive interstate pipeline
activity and its claimthat the Janes River situation is unique, and says that
Consuners did not show that interstate pipelines are aggressively pursuing its
custoners. It also says that the contract will weaken Consuners' bargaining position
with other custoners who will denmand deep discounts in their transportation rates,
resulting in losses that will exceed Janes River's purported contribution to fixed
costs.

The Staff argues that Consuners did not offer the cost-of-service study fromits
recently filed gas rate case to address concerns about the cost of serving Janes
Ri ver, and Consuners objected to the Staffs efforts to have the study admitted into
evidence. Further, it argues that Consuners did not offer a single witness with
substantial responsibility for negotiating the contract, and Consuners objected to
guestions to M. Joos about the contract provisions and the rational e behind the
final offer. It also points out that M. MIler and M. Biek analyzed the costs of
serving Janes River only after the Comni ssion refused to grant ex parte approval.
The Staff thus concludes that its policy objections to the contract remain
uncountered and that there continues to be a |lack of material benefit to other
cust oners.

Consuners responds that M. Bearman testified that the conpany has an ongoi ng

anal ysis of transportation custoners' conpetitive alternatives and the economc
desirability of offering discounts. He also testified that the negotiators were
aware that a $0.15 per Mcf rate would cover the variable costs, which aside fromthe
CCR cost of gas effects, were quite ninor. It also responds that approval of the
special contract will not bind the Conmission in future cases, but will signal that
the Conmi ssion will approve a contract in a tinmely manner when appropriate, which it
says wWill strengthen its bargaining position

In his supplenental brief, the Attorney General argues that the Conm ssion nust
eval uate the special contract keeping in nind that Consuners has been | ess than
candid in (1) delaying disclosure of the six-nonth deadline for Comm ssion action
and the existence of a June 30, 1994 letter agreenent under which Consumers agreed
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to assist in construction of the bypass pipeline and to offer reduced transportation
rates to Janes River if the Conmi ssion did not approve the contract, (2)
representing that the special contract was the entire agreenent, when it was not
because there was a letter agreenent, (3) negotiating a letter agreenent with
illegal ternms, and (4) failing to present a conplete present val ue cost/benefit

anal ysis of the bypass option conpared to the special contract. He al so says that

t he Conmi ssion nust keep in nmind that Janes River failed to present any evidence in
support of the economics of the bypass option. He points out that Consuners says
that it requires custoners to establish the need for a discounted rate, yet
Consuners carried the burden in this case. In his reply brief, he adds that
Consuners' all egations concerning Janes River's notives, intent, and proposed
actions lack an evidentiary basis because no one from Janes River testified on those
i ssues. He al so adds that the focus of this proceedi ng should be solely the
interests of captive custonmers rather than the interests of Consunmers and its
captive custoners. He suggests that Consuners is notivated by its desire to obtain
approval of the contract so that it will not have to face the financial consequences
of the June 30, 1994 letter agreenent. He says that, in light of these factors,
Consuners' presentation lacks credibility.

Janes River responds that it is not seeking anything fromthe Comm ssion and has no
obligation to prove anything to the Conmi ssion. It says that the econom cs of the
bypass option and the wi sdom of Janes River's business decisions are not properly
before the Conmission. It says that its choice to pursue the bypass option, if the
Conmi ssi on does not approve the special contract, nust be accepted as a given.

The Attorney Ceneral continues by arguing that instead of presenting a

conpr ehensi ve cost/benefit analysis, Consuners presented a 'guess' as to whether the
revenues will exceed the variable costs of the service. As a result, he says, there
i s no reasonabl e assurance that the revenues will actually exceed all variable
costs. He finds it incredible that the total |abor associated with transporting 4
Bcf of gas and administering the contract could be only 21 hours per year,

especi ally considering the extensive day-to-day dealings that Consuners clainmed to
have with Janmes River. He al so questions the conpany's position that only 246 feet
of high-pressure lines are required to serve Janes River. He points to Exhibits |-
23, 1-24, and |-25 as suggesting that there are | owpressure lines involved in
providing service to Janes River, with a variable cost not included in Consuners
calculation. Finally, he says that Consunmers has not quantified the positive effect
on its business risk when a custoner |ike James River, which brings significant
business risk to the utility, |eaves the system He suggests that even if the
positive effect on the cost of comopn equity is very small, the effect on rates is
likely to be nore than the conpany's optimstic guess as to Janes River's
contribution to fixed costs. He concludes that, when all costs are considered, it is
cheaper for other custonmers if the Comm ssion does not approve the special contract.

Consuners responds that the Attorney General has not indicated what nore the
cost/benefit analysis should include beyond the itens the conpany has incl uded.
Furthernore, it says that there is no record evidence that the | oss of James River
as a customer would permt the conpany to reduce its admnistrative and genera
costs. The conpany al so responds that the two larger facilities, the only two for
which it | ooked at the variable costs, use only high pressure lines. Finally, it
responds that increased conpetition |eads to nore, not |ess, business risk.

In his reply brief, Attorney General says that Consuners has calculated, inits
recent gas rate case, that the cost of service for gas transportation is $0.64 per
Mcf. He suggests that it is highly unlikely that a $0.15 per Mf rate will cover all
vari abl e costs and nmake sone contribution to fixed costs.

Based on the record and argunents of the parties, the Comm ssion concludes that the

contract should be approved. There is an adequate evidentiary basis to conclude that
Janmes River has an economi c bypass alternative and that the special contract rates
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are necessary to induce it to remain as a custonmer on Consuners' system There is
al so an adequate evidentiary basis to conclude that the rates in the special
contract will cover the variable costs of serving Janes River and will provide a
contribution to system fixed costs. Consuners' nanagenment considered these factors
and decided to enter into the special contract as the best deal that could be
obtained for the utility. The Comni ssion therefore approves the resulting contract.

Rat emaki ng Tr eat ment

[5, 6] Consuners says that it is not asking the Comrission to rule at this tine on
the recovery fromother custoners of either the discount fromthe Rate T-2 floor or
t he wai ver of future surcharges, issues that it says should be decided in future
cases.

Staff witness Collins said that the Conm ssion should recogni ze that approval of
the contract at this time gives Consuners the advantage in future cases and will
make it difficult for other parties to argue that sharehol ders shoul d bear the
di scounts.

The Attorney Ceneral says that the Conm ssion nmust consider at this time who will
be asked to bear the cost of these discounts in the future. He says that approval of
the contract without consideration of that issue would nmean that the contract would
be approved without consideration given to the true econom c consequences to
r at epayers.

Consistent with its view that Consuners' nanagenent should be permitted to enter
into this special contract, the Conm ssion also believes, as a general matter, that
the utility should assume full responsibility for negotiating the discounted prices
and that its sharehol ders shoul d expect to absorb much, if not all, of any revenue
shortfall caused by the pricing and other contract terns that the utility
negotiates. In this case, the Conm ssion has determined that approval of the
contract depends on the revenue shortfall created by the difference between the
contract price and the Rate T-2 floor being the responsibility of Consuners
shar ehol ders and prohi biting the conpany from seeking to recover that amunt from
ot her customers. The treatment of the potential revenue shortfall created by the
di fference between the Rate T-2 floor and the transportation class cost of service
wi Il be addressed and resolved in the pending general rate case, where that revenue
shortfall is already at issue.

G her Staff Concerns

[7] The testinony of the Staff witness and the Staff's initial brief state the
Staff concerns with a somewhat different enphasis, which nmerits di scussion

The Staff says that approval of the special contract would conmit Consuners to
providing service to Janes River under a long-term full service contract, at rates
just above the short-run margi nal cost of service, as cal culated by Consuners, and
possi bly bel ow the short-run margi nal cost. The Staff says that, as a result,
Consumers woul d never have the opportunity to recover its fully allocated costs of
providing service to Janes River, even though, in the long- run, a utility nust be
allowed to recover its long-run costs in order to remain viable and to have the
opportunity to earn a fair rate of return. Therefore, the Staff says that
establishing rates for a long-term full service contract based on the short-run
mar gi nal cost of providing service is bad policy. The Staff says that, at the very
m ni mum the Conm ssion should consider the |ong- run costs of providing service to
the specific custonmer as the basis for the rate and then allow only sone
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di scounting, at the utility's discretion, to neet short-term narket challenges in
order to nmaxim ze revenues. The Staff al so says that short-run marginal cost should
be the floor for that type of discounting. The Staff concludes, however, that
setting rates for long-run contracts below the |long-run cost institutionalizes the
full discount, prevents the utility fromtaking actions to avoid costs that are
variable in the long-run, and eventually requires that the discount be recovered
from ot her customers or from sharehol ders.

The Staff says that the contract is a full-service contract that provides for al
services available to any other Rate T-1 or Rate T-2 custoner. The Staff says that
there is nothing in the contract that would all ow Consurmers to offer the capacity
used by Janes R ver to another custoner, even if that custonmer were willing to pay
the fully allocated cost of service. Therefore, the Staff says, that to add a new
customer or to offer nore service to other existing custonmers, Consumers would have
to incur additional costs. The Staff acknow edges that Consumers had stated that it
is not required to nake any additional investnment to serve this |oad, but he said
that it nmust stand ready to do so if any additional investnent is needed.

The Staff also says that there is a significant possibility that the contract rate
may be bel ow the short-run marginal cost. The Staff notes that, under Consuners
calculation, the difference between revenues and expenses is just $0.0372 per Mf.
The Staff states that this calculation includes sonme, but not necessarily all, of
the short-run costs associated with James River. The Staff says that because of the
schedule and limted informati on provided by Consuners, it was not possible for the
Staff to conduct a study to deternine the short-run variable costs associated with
serving James River.

Wth respect to long-termcosts, the Staff says that if the |ong-run cost of
serving Janmes River is the same as the enbedded cost of serving the average
transportation custoner, then the cost of serving James River will ultimtely exceed
revenues by $1.2 mllion per year. The Staff says that because neither the Staff nor
Consuners had conducted a study to determnine the |ong-run margi nal cost of serving
Janes River, the exact amount of the revenue shortfall was not known. The Staff
bel i eves that many of the costs included in the fully allocated cost-of-service
study woul d eventually have to be incurred to serve Janmes River in the long run. The
Staff says that to offset this potentially |arge revenue shortfall, Consuners
proposed to collect a spread of only $140,450 [ FNA] per year, assum ng that
Consumers' cal culation of the variable cost is accepted. The Staff says that
accepting such a large risk with such a meager potential return is unreasonabl e and
i mprudent, especially when James River's threat to bypass constitutes a pernmanent
mar ket chall enge, unlike the threat fromother fuels whose conpetitive position is
subj ect to change. The Staff says that the Staff does not agree with Consuners
position that as long as the discounted rate covers the variable cost of providing
servi ce and nmakes some contribution to fixed cost recovery, the utility and its
other custonmers are clearly better off with the special contract.

Inits initial brief, the Staff adds that the decision on the contract should be
based primarily on the economc effect on the local distribution conpany and its
ot her customers, but it denies that the utility and its other custoners would be
better off in the long run if the Conmi ssion approves the special contract.
Furthernore, it contends that approval of the special contract would set a bad
rat emaki ng precedent and woul d viol ate sound policies established in Consunmers' | ast
general rate case. It says that approval of the conpany's request woul d have the
Conmi ssion deviate fromits clearly stated policy of requiring that all on-system
transportation be perforned pursuant to Rate T-1 or Rate T-2. It acknow edges t hat
t he Conmi ssion heard argunent regarding the need for a flexible transportation rate
that would allow Consuners to neet conpetitive challenges that were energing. It
notes that bypass was frequently nentioned as one of the alternatives available to
systemtransportation custoners. It says that the Comi ssion addressed the need to
neet the energing conpetitive challenges by offering flexible pricing under Rate T-
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2. It further argues that the Comnission reinforced its sound policy of requiring
on-systemtransportation to be performed under Rate T-1 or Rate T-2 with another
sound policy of linking the range of rates to the cost of service. It says that the
percei ved cost of Janes River's bypass alternative should be used only to deterni ne
what price within the Rate T-2 range should be offered to Janes River.

Inits initial brief, Consuners argues that it is irrelevant to argue that the rate
for Janes River is discounted, but the service is not reduced, because the service
provided to all Rate T-1 and Rate T-2 custonmers is the sane. Only the price is
different. It says that Rate T-2 is negotiable, to recognize that certain custoners
can demand a lower rate or they will |eave the system us Janmes River can. It says
that the value of the service to Janes River is lower and justifies the special
contract rate. It also points out that, under Rate T- 2, it can already di scount
rates for long-termcontracts below the fully allocated cost of service, which it
says is necessary in certain conpetitive situations to prevent the | oss of |oad, and
t hose di scounts may be permanent. It says that under both the special contract and
Rate T-2, it nmay be unable to collect its fully allocated costs. It also adds that
it can offer rates based on a fully-allocated cost of service to new customers,
regardl ess of whether it continues to serve Janes River. It also says that M.
Collin's testinony contradicts his testinony in the conpany's | ast gas rate case,
Cases Nos. U 8924 et al., where he proposed a $0.10 floor and recogni zed that fully
al | ocated costs were not appropriate when the conpany does not have a nonopoly
position. In those situations, the conpany says, he admtted that the narket would
determ ne the price.

Janes River says that it nakes no sense at this tine to insist that all on- system
transportation be perforned under Rate T-1 or Rate T-2, especially because if the
Conmi ssi on does not approve the contract, there are no winners. It says that because
it has the bypass option, a policy of linking rates to the cost-of-service is
irrelevant. It suggests that the special contract rate should be analyzed in terms
of the coverage of variable costs and the contribution to fixed costs, rather than
on the basis of a fully allocated cost-of-service study. It says that recovery of
fully allocated costs is not an alternative because it can and will bypass the
system

The Conmission is not comritted to a policy that transportation nay occur only on
Rate T-1 or Rate T-2, rather than pursuant to special contracts, particularly when
the discount offered by Consuners to James River differs only in size, not
character, fromthe discount already offered to Rate T-2 custoners. For custoners in
uni que circunstances, it may be necessary to be nore flexible than Rate T-2 pernits
and, in the long-run, Consuners may find it necessary to offer further discounted
prices to retain those custoners on the system At least initially, it is for
Consuners' managenent to deci de whether to pursue that course of action and to
accept the risk that the contribution to fixed costs is inconsequential, although
the Conmission retains the authority to decide the ratenmaking effects of the
conpany's chosen course. In this case, the Commi ssion cannot conclude that approval
of the special contract will have any neasurable effect on Consuners' financial
viability, even if its shareholders are ultimately required to bear the entire
di scount that Consuners' nanagenent granted to Janmes River. Finally, it does not
appear that Consuners will be required to expend any |large sums to serve new
custonmers in the Kal amazoo area, even if Janes River remains a custoner.

Di scrim nation

[8-11] The Attorney General says that, under relevant |aw, Consuners nust offer
this same rate to other simlarly situated custoners and, thus, Conm ssion approval
of a contract with a rate bel ow the cost of service is not in other custoners' best
i nterest.
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Consuners responds that the rates under the contract are not discrimninatory because
Janes River's conpetitive bypass alternative creates a reasonable distinction
bet ween Janes River and ot her transportation custoners.

The possibility of discrimnation in future dealings with requests for speci al
contracts is not a reason to reject the special contract. The Conmm ssion nust
presune that Consuners negotiated the contract with a know edge that it could not
lawful ly discrimnate against other simlarly situated custonmers. The Comm ssion
expects Consuners to act in accordance with applicable law. Custonmers renmain free to
pursue their renedies for unlawful discrimnation

Sur char ges

[12] The Attorney General challenges the legality of the contract provision that
exenpts Janes River fromfuture surcharges during the five-year termof the
contract. He says that the Commission will be free in the future to set reasonabl e
rates based on then-current facts and circunstances and that this contract provision
cannot prevent the Conmi ssion fromdoing so in the future

The Conmi ssion does not find that approving an exenption fromfuture surcharges is
different in any relevant manner than approving a rate below the Rate T-2 fl oor
Under both, the custoner pays the rates required by the contract. In any event, the
effect in this case, when new, |arge surcharges are not expected, appears to be
m ni mal . | ssues about discrimnation agai nst other customers can be addressed when
and if they arise.

New Construction

[13] Staff witness Collins indicated a concern that proposed construction in the
Kal amazoo area may not be specifically needed to serve Janes River, but may al so not
be needed if Janes River were to | eave the system

M. MIller and M. Biek explained that the Janmes River |oad does not affect the
conpany's planned construction and capital expenditures. M. MIller testified that
t he conpany does not project any need for systeminprovenents for the portion of the
conpany's gas distribution systemthat is used to serve James River for the next
five years. M. Biek explained that the conpany's pl anned Kal anmazoo area
construction expenditures are unrelated to the Janes River |oad. M. Biek explai ned
that the conpany does intend to install a new feed off its gas transm ssion system
on the east side of Kalamazoo, but the Janes River load is served fromthe west
side. M. Biek concluded that the proposed expansi on of the transm ssion systemw ||
be required regardl ess of whether the Janes River |oad | eaves the system He al so
suggested that if the Janes River load is |lost, the cost of the proposed
construction in the Kal amazoo area may increase if the connection with Panhandl e on
the east side is used to neet Janes River's bypass | oad.

The record does not provide a basis to disagree with Consuners' assertion that
retaining Janmes River as a customer will not affect the conpany's pl anned
construction during the termof the contract.

June 30, 1994 Letter Agreenent
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The Attorney Ceneral says that Consuners' conduct surrounding the |etter agreenent
amounts to material msrepresentation that cannot be tolerated, especially when
Consuners did not provide that agreenment until the norning of February 1, 1995. He
says that the agreenent contains a nunber of incredible provisions and one unl awf ul
provi sion: Consuners agreed to a six-nmonth deadline for Conm ssion action, Consuners
agreed to build or arrange to have built the bypass pipeline if the six-nonth
deadl i ne passed, and Consuners agreed to provide gas transportation at rates bel ow
Conmi ssi on-approved rates while the pipeline was under construction. He says that
when Consuners filed the special contract, it falsely represented that the speci al
contract contained the entire agreenent of the parties. As a result, he says, the
Conmi ssi on cannot confidently say that Consumers has been candid in other areas of
thi s proceeding.

As to the provision of the letter agreenent by which Consuners agreed to
effectively charge Janes River |ess than Conm ssion-approved rates while the

pi pel i ne was under construction, the Attorney Ceneral says that it is unlawful and
absolutely void. He therefore requests that the Commi ssion order Consumers not to
provi de any service under the June 30, 1994 |etter agreemnent.

Consuners says that the terns of the letter agreenent are irrelevant to the issue
of whether the special contract should be approved. It says that if any of the

provi sions of the |etter agreement becone operative and require Conmm ssion approval,
the conpany will request the appropriate approval.

Janmes River says that the Conm ssion cannot order Consuners to abrogate its
contractual commtments. It suggests that the parties to the contract can resolve
any questions about the contract wi thout |egal guidance fromthe Attorney General

The Staff requests that the Conm ssion order Consuners to report its intentions
with regard to the conmtnents in the letter agreenent so that the Conm ssion can
decide if further proceedings are warranted.

The Conmi ssion concludes that the letter agreenent is technically irrelevant to the
i ssue of whether the special contract should be approved, but the existence of such
an agreenment and the manner in which it finally came to light do nothing to assist
t he Conmi ssion in deciding whether to approve the special contract. Simlarly, the
agreenment and Consuners' conduct do nothing to enhance Consuners' credibility.
Nevert hel ess, the Conmi ssion expects that the approval granted by this order will
render the terns of the letter agreenent irrelevant to Consuners' future dealings
with James River. Still, it may bear repeating: Consunmers nmay not charge or coll ect
for a regulated service a rate or charge that varies in any manner fromthe rates
and charges approved by the Conm ssion. Further, Consuners shall keep the Staff
i nforned of the status of its commtnents in the |etter agreenent.

The Conmi ssion FINDS that:

a. Jurisdiction is pursuant to 1909 PA 300, as anmended, MCL 462.2 et seq.; 1919 PA
419, as anended, MCL 460.51 et seq.; 1939 PA 3, as anmended, MCL 460.1 et seq.; 1969
PA 306, as anended, MCL 24.201 et seq.; and the Commission's Rules of Practice and
Procedure, R 460.17101 et seq.

b. Wth the ratemaki ng treatnent discussed in this order, the special contract
bet ween Consuners and Janes River is reasonable and in the public interest, and
shoul d be approved.

THEREFORE, I T IS ORDERED that the special gas transportation contract between
Consuners Power Conpany and Janes River Corporation is approved

The Conmi ssion reserves jurisdiction and may issue further orders as necessary.
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Any party desiring to appeal this order nmust do so in the appropriate court within
30 days after issuance and notice of this order, pursuant to MCL 462. 26.

By its action of February 23, 1995. FOOTNOTES

FN1 Consumers filed an application for |eave to appeal the schedule set by the ALJ,
which it later wthdrew

FN2 On Decenber 21, 1994, Janes River filed a witten agreement to these procedures.

FN3 The Attorney Ceneral points out that this alleged benefit does not accrue as a
result of the special contract because it would also accrue if Janes River left the
system The Staff agrees and adds that Consunmers is obligated to take reasonable and
prudent actions to reduce the cost of gas to its sales custoners, including not
entering into unreasonabl e storage agreenents with transportati on customners.

FN4 Consuners later revised this amunt to $174, 200.
END OF DOCUNMENT
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Re Electric Services, Market Conpetition, and Regul atory Policies
Case No. 8678
O der No. 72136

Maryl and Public Service Conmi ssion
August 18, 1995

*271 ORDER setting forth policy guidelines for the restructuring of the electric

i ndustry, in which the comi ssion endorses a 'neasured' approach to restructuring,
noting that Mryl and consuners currently enjoy electric rates bel ow both nati onal
and regional averages. It finds that the state's electric industry is not in need of
a dramatic fix, but would benefit froma process of sensible and progressi ve change
designed to protect the interests of residential consuners, businesses, the utility
i ndustry, and ot her stakehol ders.

Conmi ssion determines that retail wheeling is not in the public interest at the
present tine, but finds that conpetition at the whol esale | evel holds great prom se
for reducing electricity costs in Maryland. It observes that the Federal Energy
Regul at ory Conmi ssion (FERC) appears to be committed to open transm ssion access and
urges menbers of the Pennsyl vani a- New Jersey- Maryl and power pool and the All egheny
Power Systemto take an active role in FERC open access proceedings to ensure that
utility ownership of transnission facilities does not inhibit conmpetition. The state
conmi ssion al so expresses an intent to exercise its authority over Maryl and
utilities to open state-jurisdictional transnission facilities to whol esal e
conpetition while maintaining systemreliability.

A conpetitive bidding policy is adopted for all future electric capacity needs.
Conmi ssion finds that by restricting conpetitive bidding requirenents to new
capacity only, the potential for stranded investment is mnimzed. Uilities my
participate in their own bid solicitations, subject to as yet to be formul at ed
neasures to prevent self-dealing. Like retail wheeling, divestiture of utility
generating assets is deenmed unnecessary at this tinme.

Conmi ssion declines to mandate any bi ddi ng set-asides or preferences for
environnental Iy benign resources but recognizes its traditional role in fostering
environnental protection and allows for the consideration of environnmental factors
in evaluating supply- and denand-side resource bids.

Conmi ssion finds that perfornance-based rate making (PBR) has the potential to
provi de significant benefits and expresses a willingness to consider PBR proposals
on a utility-specific basis. However, it notes that PBR is unnecessary where
conpetition exists because the rigors of the marketplace are sufficient to enforce
efficiency. As such, it finds that current candi dates for PBR proposals likely wll
i nclude only transnission and distribution services and existing generation, rather
t han new generation, which will be subject to conpetitive bidding.

In rejecting proposals to inmrediately inplenent retail wheeling, the conm ssion
expresses concern that it could lead to cream ski mmi ng of beneficial |oad, stranded
i nvestment, decreased reliability, underfunding of environmental and soci al
prograns, cost shifting, and negative inpacts on nunicipal and cooperative
utilities. It also notes that there are unresol ved jurisdictional issues with
respect to its authority to nandate retail wheeling.
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Conmi ssion finds that utilities should be permitted to respond to conpetitive
chal | enges through the judicious use of special contracts and flexible rates, as

Il ong as such a rate recovers custoner-specific variable costs and sone contri bution
to fixed costs. Mdreover, the utility nust denpbnstrate that (1) the special rate
custoner does in fact have a viable conpetitive *272 alternative, and (2) the
special rate does not result in an excessive rate increase for other custoners. The
conmi ssion al so agrees to consider proposals to devel op cost-based econonic

devel opnent rate plans.

Conmi ssi on expresses a conmitnment to preserve the benefits of integrated resource

pl anni ng, denand-si de managenent, renewabl es, and social and environnental prograns
within the context of a nore conpetitive environnment. However, it enphasizes that it
will not force utilities to purchase or inplenment uneconom c resources and will make
every effort to ensure that Maryland utilities are not unduly or unfairly burdened
with regulatory obligations that could hinder the nove to a future industry paradi gm
-- e.g., retail conpetition. As such, any new social or environnental prograns to be
funded through utility rates will receive added scrutiny.

P. U R Headnote and C assification

1.

ELECTRI CI TY

sl

M. P. S. C. 1995

[MD.] Industry structure -- Emerging nmarket forces -- Transition to conpetition --
Ceneration market -- Federal policies.

Re Electric Services, Market Conpetition, and Regul atory Policies
P. U R Headnote and d assification

2.
MONOPCLY AND COMPETI TI ON
s54
Ml. P. S. C. 1995
[MD.] Electric services -- Ceneration market -- Federal regulatory initiatives --
Public Uility Regulatory Policies Act -- Energy Policy Act of 1992 -- Federa
noti ce of proposed rul emaking as to open access.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and C assification
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3.

ELECTRI CI TY

sl

M. P. S. C. 1995

[MD.] Industry structure -- Emerging market forces -- Transition to conpetition --
State I nvestigations and inquiries.

Re Electric Services, Market Conpetition, and Regul atory Policies
P. U R Headnote and C assification

4.

MONOPOLY AND COWPETI T1 ON
s54

M. P.S. C. 1995

~ [MD.] Electric services -- Industry restructuring -- State investigations and
inquiries.

Re Electric Services, Market Conpetition, and Regul atory Poli cies
P. U R Headnote and C assification

5.

MONCPOLY AND COVPETI TI ON
sb4

Ml. P.S.C. 1995

[MD.] Electric services -- Industry restructuring -- Factors driving conpetition -
- Excess capacity -- Locational conpetition -- Rate/cost divergence -- Interfuel
conpetition -- Deregulation trends -- d obal econony.

Re Electric Services, Market Conpetition, and Regul atory Poli cies
P. U R Headnote and C assification

6.

ELECTRICI TY

sl

M. P. S. C. 1995

[MD.] Industry restructuring -- Comm ssion policy -- 'Measured approach.
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Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and d assification

7.

MONOPOLY AND COMPETI TI ON
sb4

Mi. P.S.C. 1995

[MD.] Electric services -- Industry restructuring -- Wol esale conpetition -- Open
access to transmission -- State and federal policy.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and O assification

8.

ELECTRI CI TY

s4

M. P.S.C. 1995

[MD.] CGenerating plants and interconnected systens -- QOperating practices --
| mpact of industry restructuring -- Whol esal e conpetition -- Qpen access to
transm ssion -- Voluntary pooling -- State and federal policy.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and d assification

9.

ELECTRICI TY

s4

Ml. P. S.C. 1995

[MD.] Cenerating plants and interconnected systenms -- Industry restructuring --
Wol esal e conpetition -- Corporate reorganization -- Separation of generation from
transm ssion and distribution functions -- Discussion.

Re Electric Services, Market Conpetition, and Regul atory Poli cies
P. U R Headnote and C assification

10.
MONOPOLY AND COMPETI TI ON
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sb4
Ml. P.S.C. 1995

[MD.] Electric services -- Industry restructuring -- Wol esale conpetition --
Cor porate reorgani zation -- Separation of generation fromtransm ssion and
distribution functions -- Discussion.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and C assification

11.

ELECTRI CI TY

s4

M. P. S. C. 1995

[MD.] OQperating practices and efficiency -- Resource procurenent -- Industry
restructuring -- Conpetitive bidding for future capacity needs -- Wol esal e
conpetition -- *273 Mnim zation of stranded investnent.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and C assification

12.
MONOPOLY AND COWPETI TI ON
s54
M. P. S. C. 1995
[MD.] Electric services -- Wol esale conpetition -- Conpetitive bidding for future
capacity needs -- Protection against self- dealing -- Mninmization of stranded
i nvestment -- Industry restructuring.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and C assification

13.

ELECTRI CI TY

s4

M. P. S.C. 1995

[MD.] Operating practices and efficiency -- Resource procurenent -- Future
capacity needs -- Conpetitive bidding schenme -- Environnental considerations.

Re Electric Services, Market Conpetition, and Regul atory Policies
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P. U R Headnote and C assification

14.

MONOPOLY AND COWPETI T1 ON
s54

M. P. S. C. 1995

[MD.] Electric services -- Retail conpetition -- Retail wheeling -- Benefits and
burdens -- Public interest determnation -- No present need for retail wheeling.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and C assification

15.

ELECTRICI TY

sl

M. P. S. C. 1995

[MD.] Retail conpetition -- Retail wheeling -- Benefits and burdens -- Public
interest determnation -- No present need for retail wheeling.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and O assification

16.

ELECTRICI TY

s2

M. P.S. C. 1995

[MD.] Conmission jurisdiction -- Power to nandate retail conpetition --
Di scussi on.

Re Electric Services, Market Conpetition, and Regul atory Policies
P. U R Headnote and C assification

17.
SERVI C

s320
M. P. S. C. 1995

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



Attachment DTE 1-2 (4)

86 MD PSC 271 Page 7
163 P.U.R.4th 131, 1995 WL 542483 (Md.P.S.C.)
(Cite as: 86 Md.P.S.C. 271)

[MD.] Electric -- Retail wheeling -- Benefits and burdens -- Public interest
determnation -- No present need for retail wheeling.

Re Electric Services, Market Conpetition, and Regul atory Poli cies
P. U R Headnote and C assification

18.

MONOPOLY AND COWPETI T1 ON
s54

M. P.S. C. 1995

[MD.] Electric services -- Special contracts and flexible rates -- Economc
devel opnent rates -- Cuidelines.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and d assification

19.

RATES

s140

M. P.S. C. 1995

[MD.] Factors affecting reasonabl eness -- Conpetition -- Special contracts and
flexible rates -- Electric utilities.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and d assification

20.

RATES

s166

Ml. P. S.C. 1995

[MD.] Factors affecting reasonabl eness -- Solicitation of business -- Econonic
devel opnent rates -- Electric utilities.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and O assification

21.
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RATES
s322
Ml. P.S.C. 1995

[MD.] Electric rate design -- Load retention -- Special contracts and flexible
rates -- Economni c devel opnent rates.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and O assification

22.

ELECTRICI TY

s4

M. P. S. C. 1995

[MD.] Qperating practices -- Load attraction and retention -- Econom c devel opnent
rates -- Special contract and flexible rates -- GQuidelines.

Re Electric Services, Market Conpetition, and Regul atory Poli cies

P. U R Headnote and C assification

23.

PUBLI C UTI LI TI ES
s73

M. P. S. C. 1995

[MD.] Electric -- Public service regulation -- Industry restructuring --
Per f or mance- based rate naking (PBR) -- Mpnopoly services -- Transm ssion and
distribution -- Existing generation -- Inapplicability of PBR to new generation.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and O assification

24,
MONOPOLY AND COVPETI TI ON
s54
M. P.S.C. 1995
[MD.] Electric services -- New generation -- Conpetitive bidding for future

capacity needs -- But inapplicability of perfornmance-based rate naking -- Industry
restructuring.
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Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and d assification

25.
RATES
s321
Ml. P. S.C. 1995

[MD.] Electric rate design -- Performance-based rate nmaking (PBR) -- Monopoly
services -- Transmi ssion and distribution -- Existing generation -- Inapplicability
of PBR to new generation.

Re Electric Services, Market Conpetition, and Regul atory Policies

P. U R Headnote and d assification

26.
ELECTRICI TY
s4
Ml. P. S. C. 1995

[MD.] Integrated resource planning -- *274 Renewabl es -- Demand-si de managenent --
Envi ronnental concerns -- Social prograns -- Continued conmitment -- |ndustry
restructuring.

Re Electric Services, Market Conpetition, and Regul atory Poli cies

P. U R Headnote and O assification

27.

CONSERVATI ON
sl

M. P.S. C. 1995

[MD.] Electric utility -- Integrated resource planning -- Denand-si de nanagenent -
- Continued commtment -- Industry restructuring.

Re Electric Services, Market Conpetition, and Regul atory Policies
BY THE COWM SSI ON:

. 1 NTRODUCTI ON
A. ADM NI STRATI VE HI STORY
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1. Conduct of the Proceedi ng

On its own notion, the Conmi ssion issued Order No. 71459 on Septenber 19, 1994,
instituting this proceeding to inquire into regulatory and conpetitive issues
affecting the electricity industry in Maryland. Order No. 71459 al so posed vari ous
guestions related to inportant issues surrounding electricity restructuring. In
addition, to further the identification of issues appropriate to the investigation
we directed the Staff of the Comm ssion ('Staff') to prepare a di scussi on paper
descri bi ng i ssues which warrant anal ysis and comment. On Novenber 1, 1994, this
di scussion paper, entitled New Directions in Electric Regulation, was filed with the
Commi ssion and sent to all of the State's electric utilities and other interested
persons.

Finally, Oder No. 71459 requested the State's electric utilities and other
st akehol ders to comment on issues relevant to the inquiry, specifically those posed
in the Order or described by Staff in its discussion paper. The Order then set
procedural dates for the filing of initial and reply comrents, a |legislative-type
public hearing, and final comrents.

After revision to the procedural schedule, the Comnission received initial comments
on January 17, 1995, and reply conments on February 21, 1995. The |egislative-type
public hearings were held on March 7-10, 1995, and final coments were filed on
April 4, 1995,

2. Participants

The following parties participated in this proceeding: Potomac El ectric Power
Conpany; Del narva Power & Light Conpany; Potomac Edi son Conpany; Baltinore Gas &

El ectri c Conpany; PECO Energy Conpany; Maryl and People's Counsel; the Staff of the
Conmi ssion; Maryland O fice of the Attorney General (representing the Departnments of
Agricul ture, Econom ¢ and Enpl oynent Devel opnent, Environment, Natural Resources,
Transportation, the Maryland Energy Admi nistration, and the Maryland O fice of

Pl anning); U S. Departnment of Energy and the U.S. Environnental Protection Agency;
Depart nent of Defense and the Federal Executive Agencies; Wstvaco Corporation

Bet hl ehem St eel Corporation, General Mtors Corporation, the Maryland I ndustria
Group, and the Electricity Consumers Resource Council; Enron Power Marketing, |nc.
M d-Atl antic | ndependent Power Producers; Southern Maryland El ectric Cooperative,
Inc. and Choptank El ectric Cooperative, Inc.; Cty of Hagerstown, MD and the Town of
Wl liamsport, MD; Mayor and Council of Berlin; Thurnmont Muinicipal Light Conpany;
Pennsyl vania Rural Electric Association and Al l egheny El ectric Cooperative, Inc. on
behal f of Sonmerset Rural Electric Cooperative, Inc.; Maryland SEED Canpai gn;

Maryl and Safe Energy Coalition; Center for Energy and Econom c Devel opnent;
International Brotherhood of Electrical Wrkers; Jane F. Rissler, Ph.D.; M. David
Lapp; Dr. Dorothee Einstein Krahn; Ms. Patricia S. Lane (also representing the
League of Wbnen Voters of Baltinore City); M. Anneke Davis; and M. Anthony Dunn

B. BACKGROUND
1. Federal Policies

[1-5] It is widely recognized that the electric utility industry is in a period of
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substantial *275 change. Sone of this change is being fostered by pro-conpetitive
federal legislation and regulation, which is attenpting to recogni ze the energence
of market forces in what has been a largely nmonopoly industry. These changes rel ate
primarily to opening the electricity generation market to conpetition

Hi storically, the generation of electric energy was thought to be a natura
nonopoly. A natural nonopoly is said to exist when costs over the rel evant range
al ways decline as production increases, and technology is such that the exi stence of
nore than one supplier leads to a wasteful duplication of capacity. The assumed
exi stence of a natural nonopoly was the main justification for permtting utilities
to nmonopolize generation in their service territories, subject to conprehensive
rate- base/rate-of-return regul ati on.

Beginning in the md 1970's, a series of donestic oil shortages, escal ating energy
prices, and concern for the environment, helped trigger the application of new
technol ogi es, | aws, and regul ations that have renoved nost, if not all, of the
conditions of natural nonopoly in the generation of electricity.

Central to the renoval of these natural nonopoly conditions was the enactnent of
the Public Utilities Regulatory Policies Act of 1978 (' PURPA' ), [FN1] which hel ped
usher in an era of generation conpetition. PURPA required utilities to purchase
power fromaqualifying facilities ("QF's') at rates equal to or less than the
utilities' avoided cost. To certify as a QF, a plant had to neet certain size and
ownership criteria, and utilize renewabl e or cogeneration technol ogies.

For the first time, utilities were required -- under defined conditions -- to
purchase capacity and energy from generating sources not owned or controlled by
t hensel ves. The States were given considerable latitude in inmplenenting PURPA
Al t hough there is currently a spirited debate regarding the overall success and
conti nued econonmi c efficacy of PURPA, it is nonetheless clear that the Act was
instrunental in opening the generation nmarket.

After the QF alternatives were nmade avail abl e t hrough PURPA, other non- traditional
power suppliers began to energe, such as independent power producers and power
marketers. These entities had sone success in establishing a foothold in the
generation market. However, they often conplained of utility control of bottleneck
transm ssion services, which they clained inhibited their ability to deliver power
to potential custonmers in some cases. Another inpedinment was the Public UWility
Hol di ng Conpany Act's (' PUHCA') [FN2] restrictions on ownership of generation
busi nesses.

To renmove sonme of these PUHCA restrictions, as well as elimnate some basic

transm ssion service obstacles to whol esal e conpetition, the Congress enacted the
Energy Policy Act of 1992 ('EPAct'). [FN3] This act created a new type of generation
conpetitor -- the Exenpt \Wol esale Generator -- which is exenpt from certain PUHCA
ownership restrictions. Mre inportantly, the EPAct also significantly expanded the
Federal Energy Regulatory Conmission's ('FERC ') authority to order transm ssion
services under Section 211 of the Federal Power Act. [FMN]

Pursuant to this new | egislative mandate, the FERC began an aggressive canmpaign to
foster conpetition among generators at the whol esale | evel. The FERC proceeded to

i ssue a series of orders, policy statenments, proposed rul enaki ngs, and inquiries,
culmnating in the notice of proposed rul emaking (' NOPR ) on open transm ssion
access. [FN5] The FERC has stated, '[o]Jur goal is to facilitate the devel opnent of
conpetitively priced generation supply options, and to ensure that whol esal e
purchasers of electric energy can reach alternative power suppliers and vice versa.'
[ FN6]

In the Open Access NOPR, the FERC indicates that utility control over transm ssion
services is the major inpedinment to a conpetitive generation nmarket. As such, the
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Open Access NOPR seeks to require all utilities to offer non-discrininatory
transm ssion services that are conparable to those which they provide thensel ves.
[ FN7] The NOPR al so describes a plan for addressing stranded costs. [FN3]

In sum while much renmains to be resolved at the federal |evel, through the Open
Access NOPR and other foruns, the FERC has already made its decision to foster
whol esal e generation conpetition -- the debate nowis limted, on the *276 federal
level, to the best way to achieve this goal. In the individual States, such as
Maryl and, the FERC s deternination plays a crucial role as public utility
conmi ssions westle with all issues pertaining to electric industry restructuring.

2. State Investigations and Inquiries

The Public Service Conmmi ssion of Maryland is far fromal one in exploring the
changes in the electricity industry. Currently, several other state conm ssions have
instituted sinilar proceedings, including those in |owa, Pennsylvania, Onio,
Wsconsin, Illinois, New York, California, Mchigan, and Massachusetts. The
Connecticut Department of Public Utility Control has already issued an order, in
which it found retail wheeling not to be in the public interest at this tinme. [FNI]

Moreover, nany state | egislatures have addressed, or are in the process of
addressing, these issues -- including California, New Jersey, Texas, and Nevada. The
New Hanpshire | egislature has even passed a | aw requiring the New Hanpshire Public
Uilities Commission to establish a pilot retail wheeling programand a | egislative
task force to study restructuring of the State's power industry. By the tine this
order is issued, nany other states will likely be engaged in exploring these issues.

The California Public Utilities Commssion ('CPUC ) issued its Order Instituting
Rul enaki ng and Order Instituting |Investigation, Docket Nos. R 94- 04-031 and |.94-
04-032, on April 20, 1994. These highly controversial orders instituted a proceedi ng
to explore conpetitive options and proposed i nplenentation dates for reform

Roughly a year later, on May 24, 1995, the CPUC i ssued two new proposals for
conment. The nmmjority proposal would restructure California's electric industry by
virtual direct access through a voluntary whol esale pool with retail conpetition
t hrough physical, bilateral contracts, not sooner than two years after the poo
begins. An alternative proposal was offered which advocates consuner choice through
di rect access, whereby consuners can enter directly into individual agreements with
power producers. The CPUC indicated that it will accept comrents and hol d hearings
on the proposals. Follow ng these proceedings, the CPUC will issue a final policy
decision, unless the California |egislature intervenes.

The M chigan Public Service Conmission (' MPSC ) took a cautious first step in
authorizing a limted retail wheeling experinment in Re Association of Busi nesses
Advocating Tariff Equity, Case No. U 10143, issued April 11, 1994. On June 19, 1995,
the MPSC issued its final order in this case, in which it determ ned specific
unbundl ed retail wheeling rates. However, the experinent is not triggered unti
either of the State's two largest utilities initiate a new capacity solicitation.

As is clear fromthe above, some states are further along than others in addressing
restructuring issues; however, no state has noved far beyond the investigation
stage. This includes the other PIMstates. [FNLO] To address any regi ona
i mplications of reform Maryland and the other PJM states have recently begun a
di al ogue to cooperatively explore regional restructuring issues.

3. O her Factors Driving Conpetition
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As noted in the Staff's discussion paper, several other factors, in addition to

t hose di scussed earlier, are driving conpetition in the electricity industry. These
factors include: excess capacity in the Md-Atlantic region, locational conpetition
(i.e., conmpetition for loads within the State, between states, and even
internationally), the divergence of utility rates fromcosts, and interfue
conpetition (i.e., conpetition between electricity and gas, oil, and other fuels).
O her influencing factors are the deregul ati on experiences with other industries in
the U S. (e.g., natural gas, teleconmunications, airlines, and transportation), the
deregul ation of the electricity industry in other countries, and intensifying
conpetitive business pressures related to an energi ng gl obal econony.

C. SUMVARY OF THE PUBLI C SERVI CE COW SSI ON OF MARYLAND S APPROACH TO RESTRUCTURI NG

*277 [6] It is against the foregoing background that the Commission is issuing this
order. The Conmission intends to take a neasured approach to restructuring

Maryl and's electric utility industry. Maryland consuners currently enjoy electricity
rates bel ow both national and regi onal averages. [FNl1l] Moreover, Mryland' s
electricity rates are globally conpetitive conpared to those in nost other

i ndustrialized countries. [FN12] Unlike some other states, there has been no cl anor
anong Maryl and consuners over exorbitant electricity rates. Al so, unlike many ot her
states, Maryland's electricity rates are not inflated by an abundance of expensive
nucl ear power plants or nmany hi gh-cost PURPA contracts. As such, Maryland's electric
utility industry is not in need of dramatic fixes at this tinme. On the other hand,
t he Conmi ssion does see the need to begin a process of sensible and progressive
change, designed to protect the interests of our residential consunmers, businesses,
the utility industry, and other stakehol ders.

Thi s proceedi ng has been extrenely valuable in providing the Comr ssion with an
abundance of information reflecting many different perspectives. Wile the views of
many of the commenters are sharply divergent, it is nonethel ess possible to discern
significant areas of consensus. For exanple, nobst commenters agree that the
electricity industry in Maryland is in relatively good shape. Also, npost agree that
there are many benefits to be gained fromrestructuring to encourage conpetition
However, the comrenters differ sharply on the extent of needed reforns, with
opi nions ranging fromm nor readjustnments of the industry to significant
restructuring. Additionally, many of the comenters note nunerous unresol ved issues
on both the Federal and State |evels.

Based on careful analysis and consideration of the record in this proceeding, the
Conmi ssion will provide the stakeholders in the State's electric utility industry
wi th broad guidelines to begin |aying the foundation for conpetition in Mryl and.
This Order discusses the follow ng sonetines overl apping nmajor issues: whol esal e
conpetition and conpetitive bidding; retail conpetition; special contracts and rate
flexibility; perfornmance-based ratemaking ('PBR ); and integrated resource pl anning
("IRP"), denmand-side managenent ('DSM ), renewabl es, and social prograns.

1. COVW SSI ON ANALYSI S

A. WHOLESALE COVPETI TI ON AND COMPETI Tl VE BI DDI NG
1. Wol esal e Conpetition
a. Position of the Parties
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The overwhel ming majority of comenters support whol esal e conpetition. These
conmenters assert that a conpetitive whol esal e generation market will likely lead to
greater efficiencies and | ower costs to consunmers. Four of five investor-owned
utility ('"I1OJ) conmenters support whol esal e conpetition. The Potomac El ectric Power
Conpany (' PEPCO ) notes that there is a lively conpetitive narket for increnenta
generating capacity; however, it naintains that there are transmi ssion constraints
i nhibiting this market.

PEPCO al so offers a proposal for reorganizing itself into a generating division ('G
Division') and a transm ssion and distribution division (' T& Division'). The T&D
Division (which would remain regul ated) would enter into a perfornance-based,
contract-like arrangenent with the G Division, the terns of which would be subject
to Comm ssion review. This arrangenment would initially cover all of the PEPCO
generating capacity allocated to the Maryland jurisdiction, but the T& Division
woul d make no conmtnents with respect to any future G Division-built capacity. In
addition, there is a mechanismfor the T& Division to gradually shed its initia
conmtrment to the G Division. PEPCO points out that inplenmenting its plan will |ead,
gradual ly, to the T&D Division being able to neet all of its generation needs from
t he conpetitive whol esal e market.

The Del marva Power & Light Conpany (' Delnarva') al so supports whol esal e
conpetition. However, Delnmarva, unlike the other utility conmenters, urges the
Conmi ssion to also explore retail wheeling.

The Baltinore Gas & El ectric Conpany *278 ('BGE' ) supports the rel axation of

regul ation in the bul k power market, and urges the Commi ssion to articulate a vision
whi ch enbraces whol esal e conpetition. BGE points out that there is not a |arge
stranded i nvest ment concern w th whol esal e conpetition, and that the financial

mar ket s al ready assune that there is going to be a nmovenent toward additional bulk
power conpetition. BGE al so notes, however, that such risks nay not be conpletely
factored in by the financial markets.

Wi | e BGE supports whol esal e conpetition, it also enphasizes the need to naintain
reliability, and believes that additional changes are necessary to reach the goal of
a fully competitive whol esal e market. As such, BGE urges the Commission to
participate in all FERC proceedings that could potentially inpact Maryland electric
utilities, and to becone actively involved in MAAC [ FN13] di scussi ons.

The PECO Energy Conpany ('PECO ), the only non-Maryland regulated QU to
participate in this proceeding, supports whol esal e conmpetition. PECO believes that
devel opnents at the whol esale level will continue to provide incentives to utilities
to keep margi nal costs low, and to produce all avail abl e efficiencies.

The Maryl and Peopl e's Counsel ('MPC ), Staff, and the Maryl and Agenci es [FN14]
support taking advantage of opportunities now avail able on the whol esal e nmarket.
Both Staff and the Maryl and Agenci es specifically advocate further study of PEPCO s
proposal to structurally separate transnission and distribution (' T&D ) from
generati on.

The U S. Departnment of Energy and the U S. Environnental Protection Agency (' DOE
and EPA') [FN15] assert that potential gains fromconpetition are nore clear with
respect to the whol esale market than to the retail narket. Both agencies note that
three-fourths of the cost of a delivered kilowatt hour is related to generation
i ncluding fuel costs, and, therefore, the savings achi eved here are apt to be
consi derably larger than the savings on the retail side. DOE and EPA al so point out
that federal/state jurisdictional concerns are not as great on the whol esal e | evel
as they are on the retail level. Lastly, these two federal agencies urge the
Conmi ssion to encourage PIJMto be nore market-driven.
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Enron Power Marketing, Inc. ("EPM') supports a conpetitive whol esal e generation

i ndustry, but strongly opposes the adoption of a nandatory British- style poolco
system [FN16] EPM argues that such a poolco would be sinply a new regul atory
nonopol y subject to the abuses of utility market power. However, EPM states that it
woul d not oppose voluntary pool cos.

The M d-Atlantic Independent Power Producers (' MAIPP' ) also support conpetition in
bul k power supply narkets. MAIPP contends that there is a mature narket of
conpetitors who are ready and able to provide generation service, but that they
currently face narket barriers. MAIPP is particularly concerned about the potentia
for abuse of market power by incunbent utilities, and stresses the need for nore
open access to the transmission grid. MAIPP advocates mitigating investor-owned
utility market power by separating generation from T&D. MAI PP urges the Conm ssion
to 'level the playing field in order to encourage whol esal e conpetition. Lastly,
MAI PP does not support PEPCO s reorgani zati on proposal, as it believes it falls
short of neutralizing utility market power, primarily because it would tie al
current retail custoners to PEPCOs G Division for a considerable period of tine
rendering them captive to PEPCO s pricing.

Li kewi se, both the Southern Maryland El ectric Cooperative, Inc. and the Choptank

El ectric Cooperative, Inc. ('SMECO and CEC ) support whol esal e conpetition and

i mproved retail rate regulation, but are concerned with obtaining equal and open
access to generation over transm ssion lines. To this end, SMECO and CEC urge the
Conmi ssion to encourage inproved transm ssion access, and to consider extending nore
fully the benefits of access to the existing pool structure to T& utilities |ike
SMECO and CEC. These el ectric cooperatives also note that federal refornms are only
now bei ng i npl enented by the FERC, and, therefore, the whol esal e narket needs tine
to mature.

The small municipal utilities of the Gty of Hagerstown, MD and the Town of
Wl liamsport, MD ('Hagerstown and Wl Iliansport'), the Mayor and Council of Berlin
("Berlin"), and *279 the Thurnont Muni ci pal Light Conpany (' Thurnont ') all support
whol esal e conpetition, but concur with SMECO and CEC that the bul k power narket
needs tine to mature. The Pennsylvania Rural Electric Association, et al. [FNL7]

al so supports whol esal e conmpetition. The small municipals urge the Comi ssion to
take into consideration the unique characteristics of small electric utilities in
any nmove to increased conpetition. Furthernore, Berlin and Thurnont also advocate
further study of PEPCO s proposal to separate T&D from generation

The Maryl and SEED Canpai gn (' SEED ) [FN18] supports the exploration of sone
whol esal e wheeling options, but only if they are conbined with aggressive integrated
resource planning and real incentives for energy efficiency and renewabl e

t echnol ogi es.

Though support for whol esale conpetition reflects the clear consensus of the
comenters, it is not unaninous. For instance, the Potonmac Edi son Conmpany (' PE ")
does not fully endorse whol esal e conpetition at this time. PE argues that
deregul ation of the generation sector is premature and could threaten reliability.
PE al so asserts that such deregulation would nmerely result in a novenent towards a
regi onal average price, and would also result in increased financial risks |eading
to increased utility capital costs. PE contends that fair resolution of reliability
concerns and i ssues pending at the FERC are necessary prerequisites to the
deregul ati on of the generation sector. Lastly, PE maintains that if conpetition is
to be endorsed, it should be done in accordance with its suggested pool co proposal
[ FN19]

The Industrial Users [FN20] are the only party to oppose whol esal e-only conpetition

flatly. The Industrial Users believe whol esal e-only conpetition to be an oxynoron
because as long as ultinmate consuners are captive to their supplier, that supplier
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can shift planning and investnent risk to those custonmers. In sum the Industria
Users support retail conpetition. Anything short of this is unsatisfactory to them

b. Conmi ssi on Findi ngs

[7-10] After careful review of the extensive record in this proceeding, the
Conmi ssion is of the opinion that conpetition at the whol esal e | evel hol ds great
prom se for reducing electricity costs in Maryl and.

It is our viewthat there are many benefits to be gai ned from supporting whol esal e
conpetition. For exanple, there is excess, relatively inexpensive power currently
aval |l able in the bul k power market. This situation exists because sone electric
conpanies in the Md-Atlantic region are currently overbuilt, and in sonme cases are
not able to earn a return fromnative |oad customers on the excess plant.
Consequently, the power fromthese plants is available at very attractive prices.

O her factors include: advances in generation technol ogies; the current |ow price of
natural gas; and the emergence of aggressive non-utility generators ('NUG s'). The
exi stence of many potential whol esale suppliers is evident fromrecent bids
conduct ed under the purview of this Comm ssion. [FN21] Maryland utilities are
encouraged to tap these generation resources for the benefit of all Mryland

el ectricity consuners whenever prudent and cost-effective.

Sone conmenters assert that utility control over transm ssion inhibits access to
the conpetitive generation narket. This is a legitimate concern which is currently
bei ng addressed by the FERC. The FERC has issued its Qpen Access NOPR, which seeks
to i npl ement open access transnission tariffs based on the principle of
conparability, as stated in the case of Anerican Electric Power Service Corporation
[FN22] The intention is to elimnate any unfair utility advantages accruing from
control of the transmission grid. Wiile this rulemaking is only in the conmrent
stage, FERC s conpani on order -- which provides guidance in pending and future
transm ssion access cases -- nmakes clear that the FERC intends to apply its
conparability standards in advance of a final rule in the Open Access NOPR [ FN23]

The Conmi ssion believes the FERC s resolve to elininate concerns with transmn ssion
access in the conpetitive bul k power market is clear fromthe Open Access NOPR and
its recent orders. The Commi ssion generally supports the FERC s efforts in this
area. However, we also intend to pronote vigorously the *280 concerns of Maryl and
consuners, utilities, and other stakeholders in the NOPR process, and in the
i mpl enentati on of any open access tariffs in the interim

On the State level, the Conmission will exercise its authority over Maryl and
utilities to open State-jurisdictional transnission facilities to whol esal e

conpetitors. However, in exercising such authority, we will maintain the reliability
of the State's electricity system W are convinced that the refornms envisioned in
this Order will not jeopardize reliability.

The Conmission will take this opportunity to address two other issues of inportance
in the area of whol esale conpetition. Voluntary power pooling, as well as other
forns of utility coordination, play a vital role in the provision of electricity in
Maryl and. For exanple, nmuch of Maryland' s electricity needs are served by nmenbers of
either the PIJM power pool or the All egheny Power System (' APS' ). [FN24] While there
are inportant distinctions between these two organi zations, the benefits they
provide -- notably increased reliability and decreased costs -- are sinilar. The
Conmi ssion believes it is inportant to retain these benefits in the nove to a nore
conpetitive wholesale market. In fact, the Commi ssion believes that power pools nay
be useful vehicles in the nove towards increased whol esal e conpetition

The Conmi ssion conmends PIJMfor its comrents in the FERC s | nquiry Concerning
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Al ternative Power Pooling Institutions Under the Federal Power Act. [FN25] These
conments indicate that the PJM Menbers are devel opi ng a package of changes
aggressively, including a price-based spot energy narket, conparable regiona
transm ssion services available to all participants, unbundled control area
services, and a coordi nated planni ng process; all of which are intended to provide
an open conpetitive regional market on a reliable basis. [FN26]

The Conmi ssion urges both PIMand APS to take a sinmilarly active role in the FERC s
recent Open Access NOPR In the NOPR, the FERC asserts that it will apply its open
access policies to power pools, but it acknow edges that power pools raise conplex
i ssues. The FERC specifically solicits coments on how to inplenment the NOPR for
power pools. The FERC also indicates that after it has received comments on this
matter, and before a final rule is adopted, it intends to hold technical conferences
wi th power pools to discuss inplenentation issues. [FN27] W fully expect PJM and
APS to participate in these proceedings. In the neantinme, the Conm ssion has
intervened and will participate in the Duquesne Light Conpany's requests of PJM and
APS for transm ssion service, which are currently pending at the FERC. [FN28]

Lastly, the Comm ssion strongly encourages PEPCO to continue to study its
restructuring proposal. The Commission is intrigued with PEPCO s proposal, and woul d
like to see it devel oped further. W urge PEPCO to keep the Conm ssion informed of
its progress. W also encourage the State's other electric utilities to consider
their own particular conpetitive positions, and to devel op specific proposals
accordi ngly.

2. Competitive Bidding

a. Position of the Parties

Two |1 QU commenters support a standard conpetitive bidding policy. Wile PE believes
that deregul ating the generation sector is premature, it does support the adoption
of a standard policy of conpetitive bidding for new capacity and DSM resources. PE
al so believes that a utility should be pernmitted to conpete in its own bid.

PE al so enphasi zes several other factors that it believes should be taken into
consideration in any conpetitive bidding scheme. These factors include: the

i mportance of the utility building some mninumcapacity; flexibility; the risks
associ ated with purchased power; conflicts with conpetitive bidding schenes in other
states; and non-price factors. Moreover, PE notes that it is often difficult for a
utility to conpete in a bid because utilities, unlike NUGs, are not pernmitted to
finance projects with a high degree of |everage.

PECO al so urges the Conmm ssion to encourage or require conpetitive bidding by
utilities for new resource needs as a means of fostering conpetition in the
whol esal e mar ket .

*281 Likewi se, the Maryl and Peopl e's Counsel urges the Conmi ssion to require al
Maryl and electric utilities either to use a conpetitive bidding process for al
future supply resources or affirnmatively to denonstrate why the particul ar supply-
si de need should not be bid. MPC al so believes the Conm ssion shoul d consi der
requiring utilities to replace existing generation through bul k power solicitations.

MPC asserts that conpetitive bidding will enlarge the nunber of options that can be
eval uated sinultaneously, and, therefore, is superior to negotiation with individua
devel opers. Mreover, the bid can incorporate interdependent secondary el ements,
such as environmental factors, flexibility, and reliability concerns. MPC al so
bel i eves that all-source bidding shoul d enconpass DSMtype bids along with supply-
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si de bids.

MPC i s, however, concerned with utilities favoring their own bid in a solicitation
(i.e., self-dealing). To insure against this, MPC suggests the use of an independent
third party to evaluate bids. In any event, MPC does not believe the divestiture of
generation assets is necessary.

Staff al so supports nandatory all-source conpetitive bidding, including demand
neasures, for all increnental resources. In addition, Staff asserts that the
Conmi ssion coul d encourage offers fromconservation projects or | ow em ssions
t echnol ogi es.

Staff maintains that the key issue is whether to pernit the utility to participate
inits own bid, as it would be extrenely difficult to ensure fairness. Staff
suggests the use of separate utility generating subsidiaries, but acknow edges that
this mght not be sufficient. In any event, Staff does not support 'flash cut
divestiture at this tine, but would consider gradual divestiture.

The Maryl and Agenci es suggest that the Conmi ssion issue a proposed rule on the
subj ect of conpetitive bidding guidelines.

The Industrial Users advocate retail wheeling, but to the extent that the
vertically-integrated industry renmains, they argue that utilities should al ways
conpetitively procure increnmental resources. The Industrial Users also submt that
exi sting rate-based units should be subject to bidding. However, the Industria
Users stress that substantial market barriers remain that continue to stifle the
i ndependent power industry to the advantage of incunbent utilities. Further, to
ensure agai nst self-dealing, the Industrial Users assert that utilities should only
be permitted to bid in their own solicitation if their custoners are all owed direct
access to other generators, or if all generation assets are divested. Lastly, the
I ndustrial Users enphasize that they do not believe generation to be a natura
nonopol y, and, therefore, 'real' conpetition -- not a regul ated conpetitive bidding
schene -- is ultinmately desirable.

The M d-Atlantic I ndependent Power Producers al so support conpetitive bidding, and
argue that any potential concerns (e.g., risk of project failure) can be handl ed
contractually. Moreover, MAI PP endorses requiring utilities to divest thenselves of
their generation assets to protect agai nst self-dealing.

In addition, both SMECO and CEC and Hagerstown and W/l iamsport support the use of
conpetitive bidding.

SEED supports the exploration of conpetitive bidding, but enphasizes that any
schenme must include neasures for assessing the long-termenvironnental costs
associ ated with energy production

Lastly, M. David Lapp notes his support for bidding, but urges the Conmission to
consider divestiture, as utilities have an incentive to choose their own generation
over that of conpetitors.

Except for PE, the State's mmjor investor-owned utilities are opposed to adoption
of a conpetitive bidding policy. PEPCO does not support a standard policy requiring
conpetitive bidding for incremental resources, citing differences anong the
utilities in the State. However, PEPCO argues that if a bidding schene is adopted,
utilities should be permitted to participate in their own bids. PEPCO opposes the
di vestiture of generation assets unless self- dealing becones a major problem

Del marva al so opposes a standard conpetitive bidding policy, because it does not

bel i eve that there should be any constraints placed on the way it goes about
acqui ring generation sources in a deregul ated market. Further, *282 Del marva asserts
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that it would take years to see any benefits from conpetitive bidding, and as such
t he Conmi ssi on shoul d concentrate on encouraging a fully conpetitive narket.
However, Del marva does acknow edge that there are sone benefits to bidding, and
argues that utilities should be permitted to participate in any biddi ng schene
adopted by the Conmi ssion. Lastly, Delnarva does not support divestiture of
generation assets.

Li kewi se, BGE does not believe the Comm ssion shoul d mandate the excl usive use of
conpetitive bidding for new generation. Rather, BGE suggests alternatives such as
conpetitive negotiation. BGE al so opposes divestiture of its generation assets.

The towns of Berlin and Thurnont oppose an imediate switch to a conpetitive

bi ddi ng process. These snmall municipal utilities contend that the bidding process is
expensi ve, and might be especially burdensone for smaller nunicipals. As such, they
urge the Conmission to allow a period of transition whereby snmall nunicipals would
be pernmitted flexibility in conplying.

b. Conmi ssi on Fi ndi ngs

[11-13] The Conm ssion believes that conpetitive bidding provides the best neans of
obtaining the very real benefits of a conpetitive bulk power market for Maryl and
electricity consuners. The Conmi ssion agrees with Staff that, over the short-term
conpetitive bidding will take advantage of the current Md- Atlantic region's
surplus of power. Further, over time it will provide the discipline of a conpetitive
market to the electric power generating sector. The Conmmi ssion, however, wll not
adopt standardi zed conpetitive bidding guidelines in this proceeding. Rather, we
will devel op guidelines on a utility-by-utility basis.

All of the State's utilities are different, and, therefore, what works for some
will not work for all. Additionally, circunstances and conditions change over tine,
and as such, it is unwise to develop rules today that nmay not be applied for sone
time. Accordingly, at this time the Conmission will provide a framework that al
utilities and stakehol ders can use in future discussions and negoti ations.

First, all new capacity needs will be subject to conpetitive bidding. Bidding wll
not be mandatory in all cases, but utilities will bear the burden of affirmatively
denonstrating why a particul ar capacity need should not be bid. W decline to
subj ect existing capacity to bidding. A new capacity-only policy will allow reform
to occur gradually. Inportantly, it will also mnimze stranded investnent concerns,
as existing utility plant will not be subject to conpetition fromalternate
suppliers. As such, it is unnecessary for the Conm ssion to address the issue of
stranded cost recovery at this tine.

Uilities will be required, as part of their IRP process, to notify the Conm ssion
inatinely manner of the need for new capacity resources. It is the responsibility
of the utility to allow for sufficient tine to both develop and carry out a bid.

Second, the Comm ssion has decided that utilities will be permtted to participate
in their own bids. W understand fully that utilities may have a conflict of
interest in both participating in and evaluating a bid. The Commi ssion is confident
that it is capable of insuring against self-dealing. Measures will be fornmulated for
each utility at the tine the utility devel ops and inplenents a bidding process. In
this regard, we do not believe that utility divestiture of generation assets is
necessary at this tine.

Third, the Commission also realizes that utilities may enjoy other advantages in a

bid, such as exclusive access to information and the power of em nent domain
al t hough this advantage is at |east partially offset by the NUGs ability to finance
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projects with a high degree of |everage. The Conmission will not tolerate the
conceal nent of infornmation necessary for effective bidding on a utility's request
for proposals, and will take steps to ensure that all conpetitors have access to
such information. W will also take steps to ensure that confidential utility
information is not divulged to the utility's detriment. The Commission also is
confident that it can deal with any other unfair advantages that may becone evi dent
when a particular utility's solicitation is devel oped and i npl enent ed.

Fourth, price will not be the only factor considered in a bid. Oher inportant
factors to *283 be considered include: the probability of successful project
conpletion; reliability of delivery during the entire contract period; ease of
i ntegrating the purchase into the buying utility's operations; and flexibility to
respond to changing circunstances (e.g., contract reopeners and vari abl e energy
takes). This last factor is particularly inportant, as the Conmission is well aware
t hat power purchase contracts may beconme unecononic in the future due to inaccurate
price forecasts. The preceding list is for illustrative purposes only; there wll
likely be other factors to consider in specific cases.

Moreover, we decline at this tine to mandate any set-asides or preferences for
envi ronnental |y benign resources, such as renewabl e generation technol ogi es or
conservation measures. The Conm ssion, however, recognizes its traditional role in
fostering environnental protection. The Commi ssion's enabling |egislation requires
it to consider the conservation of natural resources and the preservation of
environnental quality in its regulation of this State's public service conpanies.
[FN29] In conducting their business, the State's electric utilities also have an
affirmative statutory duty to give consideration to the conservati on of natura
resources, energy efficiency, and the quality of the environnment. [FN30] In this era
of increasing conpetition, we will not require this State's utilities to purchase
resources at unconpetitive prices. However, as previously noted, price is not the
only factor to be considered in a bid. As such, we believe it is appropriate to
consi der environnental factors al ongside others considered in evaluating a bid.

Rel ated to the above, the Comm ssion will permt DSM resources to conpete agai nst
suppl y-side resources. DSMresources will not be given any preference in a bid.
However, these resources are environnentally clean and conserve energy. These are
i mportant factors which should be considered in any eval uation

Lastly, we are aware that conpetitive bidding my affect the State's snal
muni ci pal and cooperative utilities differently than the larger QU s. The
Conmi ssion intends on taking these unique characteristics into consideration fully
in adopting any refornms. The Conmission reiterates that each utility's bidding
scheme will be individually devel oped at the time of its need for new capacity
resources. One of the main objectives of such a policy is to address utility-
speci fic concerns.

The Conmi ssion has instituted conpetitive bidding on a case-by-case basis in the
past. [FN31] In this order, we are breaking with this past practice by adopting a

conpetitive bidding policy for all future capacity needs. The Conm ssion believes
that the above guidelines provide a framework for future conpetitive bidding.

B. RETAIL COVPETI TI ON
1. Position of the Parties

Most of the commenters in this proceedi ng oppose the adoption of retail conpetition
at this time. [FN32] These commenters descri be many drawbacks of retail conpetition
and conclude that these problens outweigh its benefits. Many of these commenters
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al so believe that retail conpetition will not provide benefits over and above that
whi ch can be achi eved through whol esal e conpetition

Al of the investor-owned utility comenters, except Del marva, oppose retai
conpetition. PEPCO, PE, and BCGE identify serious problens related to retail
wheeling, including: (1) the need to redefine or elimnate the utility's current
obligation to serve all custonmers in its service territory; (2) the lack of
reciprocity in surrounding states; (3) the issue of stranded costs; (4) concerns
over decreased reliability; (5) the inability of utilities to bear the burden of
speci al taxes and environnmental /social prograns; and (6) legal issues related to
jurisdiction.

PE al so stresses uncertainty at the federal |evel, and urges the Comm ssion not to
nmake any decisions until federal policies are in place. To this end, PE urges the
Conmi ssion to nonitor policy devel opnent at the FERC. Further, PE is concerned with
the shifting of costs to captive custonmers and the 'cream skinmmng' of its |oad by
other utilities, which it clainms would occur in a retail wheeling environment.

BGE contends that retail conpetition will *284 not provide benefits over and above
t hose achi eved through whol esal e conpetition, as the najority of narket-efficiency
benefits are found in the generation sector. In addition, any of the all eged
benefits of retail conpetition would be tenpered by increases in utility capita
costs due to increased business risk.

PECO naintains that it has not been denpnstrated that retail conpetition can
provi de net benefits to all custoners, rather than nmerely providing | ower rates for
a select few

The Maryl and Peopl e's Counsel al so strongly opposes retail conpetition and urges
the Conm ssion to issue an affirmative declaration that retail wheeling is not in
the interest of Maryland ratepayers at this tinme. Further, MPC opposes the Staff
position that this issue be revisited in three to five years, because this wll
i ncrease uncertainty.

MPC s primary concerns with retail conpetition revolve around the potential for
cost-shifting, financial |osses for sharehol ders, shortened planni ng horizons, and
reliability problens.

Staff al so does not believe retail conpetition is in the public interest at this
time, but asserts that efforts should continue to increase customer choice. However,
Staff acknowl edges that many of the benefits of retail wheeling could be captured
t hr ough whol esal e conmpetition coupled with rate design enhancenents and ot her
nonstructural changes.

Staff echoes the concerns of many commenters regarding the all eged adverse inpacts
of retail wheeling on reliability, the obligation to serve, stranded costs, the

i npact on the financial markets, and jurisdictional issues. Nonetheless, Staff
suggests the Comm ssion reevaluate retail wheeling in three to five years, in
addition to nonitoring and coordinating with other states on retail conpetition
issues. Simlarly, the Maryland Agencies also do not favor the adoption of retai
conpetition at this tinme, but advocate further study.

Al'l of the nunicipal and cooperative utility comrenters oppose retail conpetition
at this time. Southern Maryland El ectric Cooperative, Inc. and Choptank El ectric
Cooperative, Inc. argue that the Conm ssion shoul d defer consideration of retai
wheeling at least until a better working whol esale market is fully established and
allowed to function. However, they do suggest that the Comm ssion experinent wth
limted "trial runs' of retail wheeling for select customners.

In addition to repeating concerns over reciprocity, stranded costs, and
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jurisdictional issues, SMECO and CEC urge the Commission to take into account the
uni que characteristics of rural electric cooperatives -- specifically, that retai
conpetition may conflict with the goals of the Rural Electrification Act (' REA")
[FN33] to naximize rural electrification and mininize rates by averagi ng costs anong
a large group of custoners. Mreover, cooperative utilities are non-profit, and,
therefore, have little ability to respond to conpetitive chall enges.

Hagerstown and WIIlianmsport also urge the Conmission to reject retail wheeling
until nore is known about the transition taking place on the whol esal e market and
retail initiatives in other states. In addition, these two nunicipal utilities are
particularly concerned with stranded costs and the 'cherry- picking' of their large
commercial and industrial custonmers. However, they indicate that they m ght not
object to retail wheeling if they nmintained the exclusive right to distribution and
could reduce their power purchases comensurately.

Berlin and Thurnont reiterate that the Conm ssion should not overl ook the unique
characteristics of small rnunicipal utilities. For exanple, Thurnont asserts that
retail competition is inconsistent with the viability of small, non-profit ful
service public power systems. Mreover, the small nunicipal utilities generally
believe that the greater resources of the QU s provide themw th an unfair
conpetitive advant age.

The Pennsylvania Rural Electric Association, et al. argues that the benefits of
retail conpetition do not outweigh its costs, as nobst of the econom c benefits can
be achieved for all with an increasingly conpetitive whol esal e market. The PREA
responds to the gl obal competition argument for retail wheeling by pointing out that
US. electricity rates are conpetitive conpared to nost industrialized nations.

In addition to concerns over planning, reliability, and stranded costs, the PREA
clains *285 that the states are federally preenpted by the REA from conpel ling
retail wheeling actions which would adversely affect the purpose of rural electric
cooperatives to bring econom cally-priced electricity to rural areas. Further, the
REA prohibits the di sposal of a cooperative's property, rights, or franchises
wi t hout the approval of the Rural Electrification Admnistration. [FN34]

SEED, along with nost of the individual commenters, opposes retail conpetition
because it encourages a short-termfocus on price instead of costs to the detrinent
of the environnent. Furthernore, it will jeopardize IRP, result in cost-shifting to
resi dential consumers and others with no market power, as well as adversely
impacting reliability.

The International Brotherhood of Electrical Wrkers fears that retail conpetition
wWill result in job loss and create an unfair conpetitive edge for utilities outside
of Maryland. They al so argue that retail wheeling will only benefit |arge custoners
and that reliability will decline.

There are, however, several conmenters that support retail conpetition. Del marva
asserts that if competition is good at the wholesale level, then it should al so be
good at the retail level. Delnmarva al so stresses, however, that it is not urging the
Conmi ssion to act today; rather, it should plan for retail conpetition at some point
in the future

Li kewi se, DOE and EPA are not opposed in principle to retail conpetition, but
believe it is necessary to nove very carefully. DOE and EPA are particularly
concerned with ensuring the achi evenent of inportant social objectives, such as
envi ronnental protection, in any nove toward retail conpetition. Regarding
jurisdiction over retail wheeling, DOE and EPA attached a legal brief to their
comments which indicates that the states have authority to order retail wheeling,
but the FERC woul d then have authority over the rates, ternms, and conditions of
retail transm ssion service
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The M d-Atlantic I ndependent Power Producers al so support efforts to enhance
conpetition in retail markets; however, they believe that a conpetitive bul k power
mar ket shoul d be a baseline. MAIPP al so addresses fears of cost-shifting. MAl PP
argues that cost-shifting will not occur because conpetition will make producers
nore efficient and cost inefficiencies will be squeezed out of the system

The I ndustrial Users, along with the Wstvaco Corporation ('Wstvaco '), believe
that conpetition is possible in Maryland today. The Industrial Users argue that only
retail conmpetition wll ensure that a vibrant, conpetitive electric services
industry will materialize with real benefits for all consunmers. They further argue
that the institutional, contractual and financial arrangenents, and technica
capabilities already exist to allow for retail conpetition. As such, the Industria
Users urge the Comm ssion to introduce the concept of customer choice to the State's
electric utility industry. The Industrial Users essentially agree with DOE and EPA
that states have authority to order retail wheeling, while the FERC would then
control nost retail transm ssion service.

To support their views, the Industrial Users point to deregulation around the world
and in other industries in the U S. They also stress the need to be globally
conpetitive

Lastly, Enron Power Marketing, Inc. supports retail conpetition for all Maryl and
consuners, not just large users. However, EPM strongly criticizes the poolco
approach. EPM nmintains that delay will result in |ost savings and accel erating
prices which could result in the flight of industry from Maryland. EPM al so points
to the deregul ation of other industries to support their argunents.

2. Commi ssi on Fi ndi ngs

[ 14-17] The Conmission has carefully considered the comments and testinmony of the
parties on the issue of retail conpetition. Based on the record in this proceeding,
we have decided that retail wheeling is not in the public interest at this tine.

The Conmi ssion acknow edges that there are potential benefits to retai
conpetition. These benefits primarily revolve around allowing the free market to set
the prices, ternms, and conditions of electricity generation

When a conpetitive market can be established, it can create strong incentives to
cut costs, increase efficiency, and devel op new *286 products and services. It is,
however, our view that the conditions needed to ensure a conpetitive retail market
do not currently exist. Thus, an approach focusing on perfecting whol esal e
conpetition first is a nore prudent policy at this tine.

Maryl and is not plagued with excessively high electricity prices. In fact, as
previously indicated, Maryland's rates are quite conpetitive. This advantageous
position obviates the need for dramatic changes. This is especially true when
i ncreased whol esal e conpetition promses to bring further benefits to Maryl and
CONSUners.

The foll owi ng di scussion outlines the many problens and conplexities associ at ed
with retail conpetition which were put forth and considered by the Conmission in
this proceeding. Wile extensive, this list is by no neans exhausti ve.

One nmj or concern is reciprocity in neighboring states. As previously nmentioned, no
state has yet adopted full-scale retail wheeling. As such, Maryland woul d be al one
in the region, indeed in the nation, if it adopted such a policy. Gven such a
situation, there is a real fear that other states' utilities could 'cherry-pick' or
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"cream skim beneficial load in Maryland, leaving this State's utilities with the
burden of less profitable custoners. This woul d have many negative econom c effects,
not the | east of which would be increases in costs to the remaining custonmers. This
scenario is even nore troubl esome given that Maryland utilities would not have the
opportunity to conpete for load in their conpetitors' states. In short, retai
wheeling wthout at |east regional reciprocity is problematical at this tine.

Al so of concern is the issue of transition or stranded costs. Gven a retai

wheel ing environnent, if a retail custoner purchased power from another source,
native utility investnent formerly used to service that custonmer night be stranded.
Many believe that the regulatory conpact entitles utilities to recover stranded
costs that were prudently incurred to serve retail custoners in their service
territories. This is a highly controversial issue, and no clear consensus has
enmerged on how to deal with it. This issue nerits continuing investigation

We are concerned that costs unrecoverable in the conpetitive marketplace will be
shifted to custonmers who are unable or unwilling to seek an alternate energy

provi der. These custoners are commonly referred to as captive ratepayers. Under
retail conpetition, there is sone question as to whether costs will be 'squeezed'
out of the systemand not shifted to residential and snaller comercial custoners.

We are al so concerned about the potential inpact of retail conpetition on system
reliability. Current high levels of reliability depend | argely on voluntary

coordi nation between the region's utilities, particularly those in the PIJM

I nterconnection and the APS conpani es. This coordi nation could be jeopardized if
these same utilities were forced to conpete for retail customers on the basis of
price and service quality. Reliability also depends on | ong- range planni ng, which
could be nuch nore difficult in an industry highly focused on current narket

condi tions.

We are also concerned that retail wheeling could jeopardize utility funding of
environnental and social programs. If utilities are forced to conpete, they will be
unwi | I ing (and perhaps unable) to shoulder the responsibility for these prograns. As
such, alternative funding would have to be found. Furthernore, it is possible that
conpetition's enphasis on low prices will encourage, or even force, utilities to
utilize cheap, but dirty, generation resources.

W al so have unresol ved questions about the inpact of a retail conpetition reginme
on muni ci pal and cooperative utilities. Many of these utilities believe retai
wheeling will conflict with what they view as their mssion -- nanely, to | ower
electricity prices for their citizens and allow for |ocal accountability. Anbng our
unanswered concerns in this area is whether retail wheeling is consistent with the
viability of small, non-profit public power systens. Another concern is whether
retail wheeling runs counter to the goals and mandates of the REA

Lastly, there are unresolved jurisdictional issues involved in ordering retai
wheel i ng. The Conmission is confident that its current authority over the
electricity industry, as outlined in the Public Service Commi ssion Law, [FN35]
permts it to order retail wheeling. However, significant *287 i ssues remain over
the interface of this authority with federal regulation, and the conplexities
associated with regulating multijurisdictional utilities.

As stated previously, the Conmission believes that the foregoing problens and
conpl exities outwei gh any potential benefits that may be achi eved from ret ai
wheeling at this tinme. This is not to say that the problenms we have identified are
insolvable. It is to say that prudence dictates a slower, nore nmeasured approach
than that which would occur by ordering retail wheeling at this tine. Furthernore,
el sewhere in this order, we endorse conpetitive bidding as a neans of tapping the
benefits of a conpetitive whol esal e narket. As al so noted above, the Conmm ssion
bel i eves that many of the benefits attributed to retail wheeling -- particularly
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decreased costs and increased efficiency at the generation |evel -- can be achi eved
t hr ough whol esal e conpetition. Mreover, as explained later in this order, we
continue to support the use of special contracts in linmted situations, and are
receptive to perfornmance-based ratenmaki ng proposals. These tools will further

all eviate economic pressures for retail wheeling in the State.

As indicated earlier, we believe that whol esal e conpetition, along with the other
reforms indicated in this Oder, should be pernmitted to work before retail wheeling
is considered further. The wholesale market is still in its infancy and there are
many unresol ved i ssues on the federal level. Once these issues are addressed and the
whol esal e market is nore robustly devel oped, it may beconme clear that additiona
reformis needed. To this end, the Conmission will closely nonitor policy
devel opnent at the federal level, retail wheeling initiatives in other states, and
t he success of the changes enbodied in this Order. The Commission will al so endeavor
to participate in all relevant federal proceedings and coordinate with other states
on regional issues whenever appropriate. Based on this ongoing analysis, the
Commi ssion may in the future readdress the retail wheeling issue.

C. SPECI AL CONTRACTS AND RATE FLEXI BI LI TY

1. Position of the Parties

The majority of the conmenters support the Iimted use of special contracts and
rate flexibility. [FN36] The proponents include all of the Maryland investor-owned
utilities. The QU s argue that flexibility to offer prices, ternms, and conditions
t hat meet uni que custoner needs is necessary in order to quickly address conpetitive
threats. These commenters al so believe that cross- subsidies between rate cl asses
shoul d be elimnated, and that rates should be deaveraged. Moreover, they stress
t hat special contracts should provide sone contribution to fixed costs. Finally,
they assert that special contracts nay be used to attract, as well as retain
beneficial | oad.

The Maryl and Peopl e's Counsel does not encourage the increased use of special
contracts, but does recognize their value in linted applications. MPC stresses that
if base rates reflect adequately the cost of service, customers should have to
denonstrate extraordinary circunstances to justify rate adjustnents.

Li kewi se, Staff believes that special contracts are a useful tool for addressing
actual conpetitive conditions, and are superior to retail wheeling because they
retain industry and mninize inpacts on other customer classes. Staff also urges the
Conmi ssion to consider rate deaveragi ng and further nmovenent towards cost-based
rates.

The Maryl and Agencies as a group indicate their support for special contracts; the
Depart ment of Econoni c and Enpl oynent Devel opnent al so advocates special incentive
rates to attract industry to Maryland. Further, the Departnment of Defense and the
Federal Executive Agencies ('DOD and FEA') [FN37] support special contracts and the
elimnation of cross-subsidies. DOD and FEA al so indicate that they expect ful
access to any special rates which are offered other |arge customners.

The Industrial Users and Westvaco believe that special contracts are useful in the
interimbefore the adoption of full retail conpetition. These industrial conmmenters
al so advocate deaveragi ng so that rates produce a closer match between cost
causation and cost responsibility.

Furthernore, both SMECO and CEC and *288 Hagerstown and WIIliansport support
special contracts and greater flexibility to neet conpetitive chall enges.
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On the other hand, several commenters oppose special contracts and rate
flexibility. EPM argues that flexibility to discrinmnate in pricing is not a
substitute for conpetition, and as such, urges the Conmi ssion to reject any such
initiatives.

The M d-Atlantic I ndependent Power Producers echo EPM's argunent that flexible
pricing is not a substitute for conpetition. MAIPP explains that special prices do
not address the underlying problemof economically inefficient electricity rates to
the remai ning custoners, and, therefore, are a superficially attractive approach to
hel ping utilities neet the conpetition. Mreover, MAI PP argues that such policies
are anticonpetitive and will inhibit progress towards a truly conpetitive
mar ket pl ace. MAI PP asserts that utilities should only be pernitted to charge
flexi bl e rates when conprehensive restructuring is introduced.

SEED contends that utilities should not give industrial custoners 'bribes' to
remain on their systens; rather, they should help industrial custonmers reduce their
use of electricity. M. David Lapp also asserts that flexible pricing for only sone
custonmers is not conpetition and is discrimnatory.

2. Conmi ssi on Fi ndi ngs

[18-22] After careful review of the record in this proceedi ng, the Conm ssion
agrees that utilities need the flexibility to offer prices, terns, and conditions
t hat neet uni que custoner needs, in order to respond to conpetitive challenges. As
such, we recogni ze the need to entertain requests for special rates and pricing
flexibility. Further, in response to those advocati ng deaveragi ng and the
elimnation of cross-subsidies, the Conmission will continue its ongoing policy of
nmoving rates for all custoner classes towards cost.

In order to ensure the judicious use of special contracts and rate flexibility, the
Conmi ssion will establish guidelines to ensure that they are used only in
circunstances that result in net benefits for all utility custoners. First, any
special rate should recover custoner-specific variable costs and sone contribution
to fixed costs. Wthout this requirenment, the utility might be put in the anonal ous
position of supplying a custonmer at a |loss. Thus, renmaining custoners would actually
be worse off by retention of the custoner. This would nullify one of the npst
i mportant rationales for special contracts. That is, that even though a special rate
for one custoner may ultimately raise rates for those wi thout conpetitive options,
those custoners are still better off than if the special rate custoner |eft the
system al t oget her.

Second, the utility seeking approval of a special contract nust denopnstrate that
the special rate custoner in fact does have viable conpetitive alternatives. These
alternatives may include the opportunity to exploit a narket-based price offered the
custoner, or the ability to self-generate or relocate.

Third, while the Conmi ssion understands that special contracts may result in cost-
shifting, it will not permt excessive rate increases for other custoners.
Accordingly, it nay be appropriate in sone instances for sharehol ders to bear sone
of the burden for these special contracts.

The Conmi ssion has al so taken note of the practice of sone state comm ssions of
requiring energy audits prior to approving special contracts. These audits often
reveal opportunities to reduce electricity consunption such that a special contract
is no | onger needed. The Conmi ssion believes this practice has nerit, and suggests
that utilities consider this option before proposing special contracts.
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Lastly, the Conmmi ssion will consider proposals to devel op cost-based econonic
devel opnent rate plans. It should be recognized that the Conmi ssion has addressed
this issue in the past. [FN38]

D. PERFORMANCE- BASED RATEMAKI NG
1. Position of the Parties

Most of the parties in this proceeding that address the issue generally support
per f or mance- based rat emaki ng and ot her incentive mechanisnms to encourage utilities
to cut costs and increase efficiency. Many of these *289 commenters argue that the
current 'cost-plus' systemis inefficient because it virtually guarantees that
utility costs will be recovered.

The vari ous conmenters propose several different types of PBR schenes. Four of the
nost common are: benchmarking; fuel rate incentives; price caps; and profit-sharing.
The conmenters essentially define benchmarking as requiring utilities to reach
efficiency and performance targets as a condition of full cost recovery. These
targets are based on conparisons to a group of simlarly- situated utilities. Fue
rate incentives, as discussed by the parties, often involve reform ng the fue
adj ustment clause so that fuel costs are not automatically recovered by utilities.
They al so i nclude assessing penalties or rewards based on the efficiency of fue
procur enent.

Wth price caps, rates are capped at a certain price (usually after a rate case).
The utility then has the flexibility to set prices at any |evel below the cap. Mny
price cap plans allow annual adjustnents to reflect changes in inflation and
productivity rates.

Lastly, profit-sharing, as envisioned by the parties, refers to a system whereby
savings resulting fromutility cost-cutting and efficiency are shared between
customers and sharehol ders. Oten, |osses above a certain |level are al so shared.

Wil e nost of the commenters support sone form of perfornmance-based ratenaking,
there is no consensus on what type of PBR is best. I|Indeed, many conmenters support
sone types of PBR, but oppose others. PEPCO is one of the few commenters that
expresses support for all four types of PBR di scussed above. Mreover, PEPCO s
proposal for its own corporate restructuring envisions a performance-based,
contract-1like arrangenent between the T& Division and the G Division

Del marva supports PBR in principle, but believes that increasing generation
conpetition wll bring nore benefits. As such, Del marva contends that PBR i s npst
appropriate for T& and ot her remai ni ng nmonopol y services.

Li kewi se, PE supports PBR as a neans of introducing conpetition in a controlled
manner wi thout inposing significant risks. To this end, PE urges the Conmission to
establish a work group to study and adopt standards for incentive-based ratemnmaking.

BCE sinply asserts that PBR can conpl enent conpetitive segnents of the business.

The Maryl and Peopl e's Counsel generally favors incentives, particularly in ternms of
reduci ng fuel costs. However, it does not advocate deaveraging the fuel rate or the
recovery of fuel costs through base rates. MPC does recomend profit-sharing, so
Il ong as there are safeguards agai nst mani pul ation. In addition, MPC suggests using
i ncentive prograns for enployees. On the other hand, MPC opposes price caps and
bel i eves that benchmarks are often set too | ow. However, MPC does support using some
conparative information to assess a utility's perfornmance.
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Staff supports PBR, but enphasizes that any PBR plans nust provide benefits for
both ratepayers and sharehol ders. The Maryl and Agenci es al so support PBR and
recomend that the Conmi ssion delegate the issue to a work group to fully devel op an
i mpl ement abl e pl an

DCE and EPA believe that PBR offers significant potential to pronote econonic
efficiency. However, they underscore that any PBR schene shoul d consi der energy
efficiency, environmental quality, and fuel diversity. Moreover, the two federa
agenci es suggest the Comm ssion consider revenue caps because, unlike price caps,
there is no incentive to increase sales under a revenue cap. DOD and FEA al so note
their support for incentive nechani sns, especially fuel incentives and price caps.

The I ndustrial Users believe that where natural nonopolies exist, certain incentive
nmechani sns nmay be used to pronpbte greater efficiency. However, the Industrial Users
strongly oppose incentive regulation for services subjected to market forces.

Simlarly, EPM and MAI PP support PBR for nonopoly services. For conpetitive
services, they believe the Comi ssion should | ook beyond sinply replacing or
reformi ng existing regulation and all ow market nechani sns to operate fully.

The PREA notes its support for PBR SEED believes the Comm ssion should give
utilities incentives to cut costs, but that these *290 incentives should include
envi ronnent al perfornmance factors. Further, SEED favors elimnating the dollar-for-
dol l ar recovery of fuel costs, as this would provide an incentive for renewabl es
many of which have no fuel costs.

Lastly, the only commenters that oppose PBR al together are Hagerstown and
Wl lianmsport. They contend that incentives are inappropriate for nunicipal utilities
because muni ci pal s are non-profit and have no sharehol ders.

2. Commi ssi on Fi ndi ngs

[ 23-25] The Commission is of the opinion that there are significant benefits to
per f or mance- based rat emaki ng, nanely the provision of incentives for utilities to
cut costs and increase efficiency. PBR nmay al so be a neans of introducing limted
conpetition without inposing significant risk. Qther potential benefits include:
improved utility ability to react to conpetitive forces; the furnishing of stronger
incentives to innovate, utilize cost- effective inputs, and accel erate technol ogi ca
adoption; the easing of adnministrative and regul atory burdens; and the enhancenent
of price stability and predictability.

The Conmi ssion believes, however, that PBR is only appropriate for nonopoly
services. \Were conpetition exists, PBR mechanisnms are unnecessary because the
rigors of the marketplace are generally sufficient to enforce efficiency. As such
current candidates for PBR proposals will likely include T& services and existing
generation. On the other hand, new generation, as discussed earlier in this order
will be subject to conpetitive bidding. Wth a bidding scheme, the ability to
recover costs and nake a profit at the bid price is enough of an incentive to ensure
maxi mum productivity.

This is not to say that the Conmission believes that the current regulatory system
is ineffective in encouraging utilities to be efficient. In fact, in recent years
this State's electric utilities have made significant strides in cutting costs and
i mproving productivity largely w thout the added incentives provided by PBR The
Conmi ssi on expects these inprovenments to continue, and will carefully scrutinize the
necessity for any PBR pl an.
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The Conmission is willing to consider PBR proposals on a utility-specific basis. In
accordance with Staff's reconmendati ons, an appropriate proposal mnust offer benefits
for both ratepayers and sharehol ders. The Comm ssion encourages utilities to neet
with Commission Staff and other stakeholders to discuss their proposals before
filing themw th the Conm ssion. Lastly, the Commission is aware that sone PBR
nmechani sns, such as price caps, may require changes to the Commi ssion's enabling
| egi sl ati on.

E. IRP, DSM RENEWABLES, AND SCCl AL PROGRAMS
1. Position of the Parties

It is believed by many that increasing conpetition and the resulting restructuring
of the electricity industry will, or should, affect the current regul atory treatnent
of IRP, DSM renewabl es, and social prograns. In this proceeding, the conmenters
were asked to address these issues.

Al of the State's investor-owned utilities believe that the burdens of

envi ronnental and social prograns should be applied to all conpetitors, elimnated
al together, or supplied by the State. The 10U s contend that utility responsibility
for these prograns puts themat a conpetitive disadvantage vis- a-vis alternate
power suppliers, such as independent power producers. Delnmarva and PE assert that
such goal s and progranms are nore appropriate for |legislative, rather than

regul atory, action.

Regardi ng | RP, both Del marva and PE argue that an increasingly conpetitive
electricity industry is inconpatible with the present systemof IRP -- primarily
because of its focus on the long-term BGE, however, points out that while IRP is
not suitable in a retail wheeling environnent, it would serve an inportant role in
procuring power in a systemw th greater whol esal e conpetition. Nonethel ess, BGE
goes on to assert that | RP decisions need to be refocused on the short-term as this
nore accurately reflects the unpredictable conditions facing a utility in a nore
dynam ¢ mar ket pl ace.

Moreover, the State's |OJ s support *291 subjecting DSM prograns to conpetition
Essentially, they believe that DSM should be required to withstand a market test by
conpeting w thout subsidies. PE advocates subjecting DSM resources to bidding, and
BCGE suggests that utilities be permtted to narket DSM as a service. Anong the 10QU s
there was little or no support for decoupling as a way of elimnating the utilities'
di sincentive to pronote DSM [ FN39]

The 1QU s generally support the further devel opment and i npl enentati on of renewabl e
technol ogies, but only if they are cost-effective. Al indicate that they are

resear chi ng renewabl e opportunities, but that currently there are few econonic
alternatives avail abl e.

MPC urges the Commission to reaffirmits comitnment to | ong-range | RP. MPC cont ends
that IRP is, in part, responsible for the State's electricity rates being bel ow
average. MPC al so supports the continuation of DSM prograns. Further, MPCis a
proponent of renewable energy and believes that some incentives in this area may be
appropriate. However, MPC states that it has not adopted an official policy on set-
asi des or preferences.

Staff also believes that |ong-range I RP and conservation are in the public

i nterest, and urges the Conmission to make a general policy statenent to this
effect. In addition, Staff supports DSM but advocates testing these prograns
agai nst the | owest cost supply increnent.
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Li kewi se, the Maryl and Agencies believe that conmitnent to | ong-range |IRP and
energy efficiency continue to be in the public interest. The Maryl and Agenci es
suggest rewarding attenpts by utilities to nminimze environnental inpacts.

DCE and EPA maintain that increased conpetition should not be pursued independent
of equally inportant state and national energy and environmental policy objectives.
These agenci es stress, however, that utilities should not be put at a disadvantage
relative to other electricity suppliers. Specifically, they contend that
restructuring should: recognize the value of fuel and energy technol ogy diversity,
provi de incentives for investnent in new energy technol ogi es, support IRP, and
pronote DSM i nvestnent. DOE and EPA al so note that decoupling can be an effective
nmeans of renoving disincentives for energy efficiency and DSM neasures.

DOD and FEA sinply assert that environmental concerns and energy conservation
i ssues nust be addressed in the transition to a nore conpetitive electricity
i ndustry.

The Industrial Users argue that the need for IRP should dimnish with increased
conpetition, because the market will decide the |least-cost nix nore efficiently.
Furthernore, the Industrial Users maintain that cost-effective DSMwi Il flourish in
a nore conpetitive environnent. They oppose decoupling, however, as this neutralizes
utility incentives to be efficient, accept business risk, and provide services at
conpetitive rates.

The Industrial Users advocate requiring renewables to conpete on their own nerits.
They al so argue that a nore efficient industry can better afford environnenta

saf eguards. Moreover, they assert that |ow income people will benefit nore froml ow
electricity rates than from subsi di es.

MAI PP contends that federal, state, and local |laws are sufficient to protect the
environnent. They al so advocate elimnating DSM subsi dies and requiring DSMto
conpete with the retail cost of electricity. Lastly, they recommend the creation of
an assi stance program funded by a universal access charge to hel p needy custoners.

SMECO and CEC al so believe that DSM shoul d conpete with supply options. In
addition, they question the cost-effectiveness of renewabl e technol ogi es.

The towns of Hagerstown and WIliamsport urge the Commi ssion to thoroughly review
soci al costs and opportunities when it considers changes.

SEED strongly advocates the internalization of environnental costs. To this end,
they contend the integrated resource planning process should be structured to nore
fully account for environnmental costs and the benefits of renewabl es and
conservation. Like many ot her comenters, SEED believes DSM and suppl y-side
resources should conpete with each ot her

Further, SEED favors set-asides and preferences for renewabl es. They stress that
*292 renewabl es have no fuel costs, and in many cases zero pollutant em ssions. |In
any event, SEED asserts that some renewabl es are already conpetitive over the |ong-
term and others are on the brink of commercialization

The Maryl and Safe Energy Coalition (' MSEC ) [FN40O] endorses SEED s testinobny, and
stresses its belief in regulatory support for energy efficiency and conservation
MSEC al so urges stronger incentives for |east-cost planning and DSM

The Center for Energy and Economi c Devel opnent (' CEED ) [FN41] strongly opposes the
internalization of environmental and societal costs. CEED contends that the costs of
conplying with the environmental |aws are already internalized. CEED goes on to
point out that coal plants are significantly cleaner today than in the past, and are
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much nore cost-effective than renewabl es.

The individual conmenters generally fear that conpetition could have a negative

ef fect on the environnent, energy efficiency, conservation, the devel opnent of
renewabl es, and prograns for |ow income people. M. David Lapp offers some specific
suggesti ons. He encourages the Conmi ssion to renove barriers to conpetition in
energy efficiency technologies (e.g., utility control of billing and netering
information) and institute conpetitive bidding for DSM

2. Conmmi ssi on Fi ndi ngs

[26, 27] The Commi ssion's goal is to preserve the benefits of IRP, DSM renewabl es,
and social progranms within the context of a nore conpetitive environment, while at
the sane tine not disadvantaging the State's electric utilities in conpetitive
mar ket s.

Specifically, the Conmi ssion reaffirms its comitnment to IRP. We believe IRPis in
the public interest, and has continued inportance even given the changes outlined
el sewhere in this Order. IRP has resulted in significant benefits in Maryl and,

i ncluding | ower costs, greater efficiencies, and reductions in denmand for capacity
and energy (with attendant reductions in pollutant em ssions). W recognize,
however, that the IRP process will have to evolve along with the rest of the

i ndustry.

The Conmi ssion agrees that current notions of |IRP nay be inconpatible with ful
retail conpetition. As such, we anticipate the need for additional changes to the

| RP process should retail wheeling becone a reality. However, this is not a current
issue in Maryl and because retail wheeling will not be instituted at this tine.

Rat her, we endorse conpetitive bidding as a neans of taking advantage of generation
and other resources available on the conpetitive whol esale narket. In a whol esal e
conpetition environment, IRP can play an inportant role in a utility's procurenent
function.

Furthernore, we have previously indicated that environnental factors, inter alia,
nust be considered in any conpetitive bid.

The Conmi ssion continues to also believe that DSM offers inportant benefits to

rat epayers and the industry. The reduction in the denand for electricity achieved by
these prograns has resulted in the need for |ess capacity. This, in turn, has
significant collateral benefits in ternms of reducing pollution and other negative
envi ronnent al i npacts.

The Conmission is aware of conplaints that DSM prograns are not cost- effective. W
al so are aware of argunents that utilities have a conflict of interest in
admi ni stering DSM whi ch often detracts fromthe success of these prograns.

As previously nmentioned, the Comrission will allow DSMresources to bid agai nst
suppl y-si de proposal s pursuant to its conpetitive bidding policy for all new
capacity. This will ensure that cost-effective DSMis given full and fair
consideration. If DSMis nore cost-effective, and nmeets the other necessary
requi rements, it will win the solicitation

However, DSM s consideration in future conpetitive bidding does not address
reduci ng the i medi ate consunption of electricity. As such, the Conm ssion continues
to support existing DSM prograns. W enphasi ze that such prograns are admi ni stered
at the retail level, and, therefore, will not hinder Maryland utilities in conpeting
in the whol esal e power nmarket. The Commission reiterates that DSM nust al so be cost-
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ef fecti ve.

*293 While the Conmission is aware that the energy services industry has grown
considerably in the past several years, we continue to believe that appropriate

i ncentives to encourage ratepayer participation in DSM prograns are necessary. Wile
several energy service conpani es market conservation and energy efficiency services
to Maryl and ratepayers, the availability and affordability of these services to the
average consuner is unclear. W direct our Staff to investigate this matter, and
report its findings to us. On the other hand, nost |arger custoners already have the
sophi stication and the neans to take advantage of these opportunities, and many in
fact do so. The Conmission will carefully nonitor the devel opnent of the energy
services industry, and this may cause it to revise its view of the need for DSM

i ncentives.

In the meantine, we encourage utilities to develop i nnovative ways of increasing
efficient and cost-effective consuner participation in DSM One proposal we find
interesting involves providing financing for energy-efficiency and conservation
nmeasures, as opposed to direct rebates.

The Conmi ssion has already provided its views on renewables in its discussion on
conpetitive bidding. In short, we support the continued devel opment of renewabl e
technol ogies, but will not force this State's utilities to purchase or inplenent
uneconom c resources, renewable or otherwi se. As such, we wll not approve any
preferences or set-asides favoring renewabl e technol ogi es. W al so decline to engage
in any process of internalizing environnental costs over and above those
internalized as a result of environmental |aws. However, the Conmm ssion strongly
supports the utilization of cost-effective renewabl e resources. Al of the State's
QU s, and several other utilities, indicate that they are actively researching and
experinenting with renewabl e technol ogi es. The Commi ssion encourages themto
continue this devel opnment.

Many of the commenters, particularly the QU s, express concerns over utility
responsibility for other social and environmental programs. The concern is that
utility responsibility for these matters inhibits their ability to provide
i nexpensive electricity services, and thereby to conpete with alternate suppliers
(or self-generation) in a nore conpetitive electricity industry. To renedy this, the
| QU s recomend that any such burdens either be applied to all conpetitors,
elimnated altogether, or provided by the State through its powers of genera
t axati on.

The Conmi ssion does not believe that the reforns outlined in this Oder will affect
the current treatnent of social and environnental prograns. This Order primarily
contenpl ates fostering whol esal e conpetition through conpetitive bidding for future
power supplies. The costs for social and environnmental prograns, however, are
allocated to retail ratepayers. Since the Commission is not instituting retai
wheel i ng, we envision the continuation of the aforenentioned progranms in their
current form W reenphasize that this will not inhibit a Maryland utility's ability
to conpete in any bid for power, including its own.

Finally, we will make every effort to ensure that the State's utilities are not
unduly or unfairly burdened with regul atory obligations which could hinder the nove

to a future industry paradigm (such as retail conpetition). As such, any new
progranms to be funded through utility rates will receive added scrutiny.

I11. CONCLUSI ON

This nation's electricity industry is changing. The current system of regul ated
nonopol i es which has provided the country with the nost reliable and extensive
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electricity systemin the world, is being challenged by conpetition. Many issues
surroundi ng this nonunental transformation are unresolved. What is clear, however,
is that change is here, and it pronises inportant benefits and opportunities, as
wel | as posing future uncertainties.

Maryl and currently enjoys an enviable position; it is blessed with a conparatively
efficient, reliable electricity industry that provides the State with relatively |ow
cost power. The benefits this provides to Maryland are i nnunerable. The challenge to
t he Conmi ssion, therefore, is to provide the electricity industry with the
conpetitive tools to nmaintain and enhance this position that is advantageous to al
*294 st akehol ders.

G ven the current stage of restructuring in the industry, the Conm ssion believes
that the reforns enbodied in this Order provide the State's utilities with these
necessary tools. W have al so provi ded adequate protections for ratepayers. The
Conmi ssi on enphasi zes that this is a continuous process, and as such, the
Conmi ssion's guidance will evolve along with the devel opment of the industry.

ITI1S THEREFORE, this 18th day of August, in the year N neteen Hundred and N nety-
five, by the Public Service Conmi ssion of Maryl and,

ORDERED: (1) That the policies set forth herein are adopted.

(2) That this matter is hereby closed on the docket of the Conm ssion

FOOTNOTES
FN1 Pub. L. No. 95-617, 92 Stat. 3117.

FN2 15 U.S.C. § § 79 et seq.

FN3 Pub. L. No. 102-486, 106 Stat. 2776.

FNA 16 U.S.C. § 824j.

FN5 Pronoting Wol esal e Conpetition Through Open Access Non-di scrimnatory

Transm ssion Services by Public Utilities and Recovery of Stranded Costs by Public
Uilities and Transmtting Uilities, 70 F.E. R C. 61, 357, Docket Nos. RWB5-8-000 and
RVB4- 7- 001, issued March 29, 1995 (' Open Access NOPR or 'NOPR).

FN6 See id. slip op. at 48 (citing Stranded Cost NOPR at 32,866; Anerican Electric
Power Service Corporation, 67 F.EER C. 61,168, clarified, 67 F.EER C. 61, 317
(1994)).

FN7 The FERC first stated this principle in Arerican Electric Power Service
Corporation, 67 F.E.R C. 61,168, 61,490, Docket No. ER93-540-001, issued May 11
1994 ('an open access tariff that is not unduly discrimnatory or anticonpetitive
shoul d offer third parties access on the sane or conparabl e basis, and under the
same or conparable terns and conditions, as the transnission provider's use of the
system')
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FN8 Cenerally, the termstranded costs refers to costs prudently incurred by
utilities that are rendered unecononic in a nore conpetitive marketpl ace.

FN9 Connecticut DPUC Investigation into Retail Electric Transm ssion Service, Docket
No. 93-09-29, issued Septenber 9, 1994,

FN10 PIMrefers to the Pennsyl vani a- New Jersey- Maryl and | nterconnection, a
vol untary, highly coordi nated power pool that serves electricity consuners in
Pennsyl vani a, New Jersey, Maryland, Del aware, the District of Colunbia, and
Vi r gi ni a.

FN11 See Staff Discussion Paper, New Directions in Electric Regulation at 4 and
Appendi x A.

FN12 See Energy Prices and Taxes (Second Quarter 1994), published by the
I nternational Energy Agency of the Organization for Econom ¢ Cooperation and
Devel opnent (OECD) at 314-315.

FN13 MAAC is the acronymfor the Md-Atlantic Area Council, which is a regional
reliability council.

FN14 The Maryl and Agencies include the Departnments of Agriculture, Econom c and

Enmpl oynent Devel opnent, Environnent, Natural Resources, Transportation, the Maryl and
Energy Admi nistration, and the Maryland O fice of Planning. The agencies were
represented in this proceeding by the Maryland O fice of the Attorney Ceneral.

FN15 DCE and EPA state that they represent the energy policy perspective of the
Clinton Administration.

FN16 A poolco can take nany forns, however, it basically consists of an independent
system operat or which controls the di spatch of power over the transm ssion |1 nes.

FN17 The PREA submitted comments jointly with the Al egheny El ectric Cooperative,
Inc. on behalf of Somerset Rural Electric Cooperative, Inc.

FN18 The Maryl and SEED Canpaign is an environmental advocacy group, representing
over 2,500 Maryland citizens who are concerned about energy use and production in
the State.

FN19 See Initial Coments of the Potomac Edi son Conmpany, Appendix No. 1 'Electric
Power Conpetition: A Proposal for Maryland', prepared by Putnam Hayes, & Bartlett,
Inc. (This proposal advocates the establishnment of an i ndependent entity called a
pool co, which woul d coordi nate system operations, nmanage spot energy trading, and
price ancillary services and systeminteractions in real tine.)

FN20 The Industrial Users include Bethl ehem Steel Corporation, General Mtors
Corporation, the Maryland Industrial Goup, and the Electricity Consuners Resource
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Counci | .

FN21 See, e
(1992) (Perr

.g., Re Baltinore Gas and El ectric Conpany, Case No. 8241, Phase ||
r
(1991) (Chal

g
yman bi d) and Re Del marva Power and Li ght Conpany, Case Nos. 8201, 8052
[ enge 2000 bid).

FN22 See supra note 7.

FN23 See Order Providing Gui dance Concerni ng Pendi ng and Future Proceedings
I nvol vi ng Non-Di scrim natory Open Access Transm ssion Services, Docket Nos. ER93-
540- 000, et al. issued March 29, 1995 and clarified June 29, 1995.

FN24 APS is the parent corporation for three utilities -- Mnongahel a Power Conpany,
Pot omac Edi son Conpany, and West Penn Power Conpany -- whose generation and T&D
facilities are interconnected and operated as a single integrated electric utility
system The Potomac Edi son Conpany serves electricity custonmers in Western Maryl and.

FN25 Docket No. RMP4-20-000 i ssued Cctober 26, 1994.

FN26 See Coments of the Menbers of the Pennsyl vani a- New Jer sey- Maryl and
I nterconnection in Docket No. RMR4-20-000.

FN27 Open Access NOPR, slip op. at 290-291.

FN28 Docket Nos. TX94-8-000 and TX94- 10-000, respectively.
FN29 See MI. Ann. Code art. 78, 8 § 28(g) and 56.

FN30 See M. Ann. Code art. 78, § 28(c&g).

FN31 See <cases cited supra note 21.

FN32 Retail conpetition (also known as retail wheeling or direct access) refers to
permtting retail electricity custoners to purchase generation froma supplier other
than their native utility, and having that power wheeled to themover the native
utility's lines. Transm ssion and distribution services, as natural nonopolies,

woul d continue to be subject to conprehensive regul ati on.

FN33 7 U.S.C. 8 8 900 et seq.

FN34 The Rural Electrification Adm nistration has recently been renaned the Rural
Uilities Service.
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FN35 Md. Ann. Code art. 78, 8 1 et seq.

FN36 Special contracts and rate flexibility primarily refer to special rates which
are given to industrial and other |large customers to prevent themfromself-
generating or relocating. Maryland electric utilities currently have a few speci al
contracts for large custoners. Two types of special contracts are those in which a
rate is devel oped based on a specific custonmer's cost to the system(i.e., a
deaveraged rate) or a rate designed to nmeet market prices available to the custoner.
In addition, special contracts and rate flexibility refer to econonic devel opnent
rates, market niche rates, and special rate proceedi ngs.

FN37 DOD and FEA represent the interests of the federal agencies as energy
CONsuners.

FN38 See Re Conowi ngo Power Company, Case No. 8011, Order No. 67786, 78 MI. PSC 228
(1987) (In a split decision, the Conm ssion approved, as nodified, an application by
an electric utility for authority to inplenment an economnic devel oprent tariff ained
at certain industrial custoners.)

FN39 Currently, utilities receive revenue for each unit of electricity they sell. As
such, many argue that utilities have a disincentive to effectively inplenment DSM
progranms to reduce the demand for electricity. Decoupling refers to breaking this
link between a utility's sales of electricity and the revenues it receives.
Basically, if decoupling were instituted, a utility would recover the same anount of
revenue regardl ess of how many units of electricity it sold. Therefore, the current
incentive to increase electricity consunption (and disincentive for DSM woul d be

el i m nat ed.

FNAO MSEC i s an environnental consuner organization

FNA1 CEED is a non-profit association which primarily represents the interests of
the coal and railroad industries.
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